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SUBORDINATED DEBENTURES: DEBT THAT 
SERVES AS EQUITY 


RoBERT W. JOHNSON* 
The University of Buffalo 


THE USE OF SUBORDINATED debentures as a means of raising funds 
has become increasingly popular and promises to become even more 
prevalent in the future. The purpose of this study is to point out the 
significant features of subordinated debentures, to show the origin 
and extent of their use, to develop the reasons for their use, and to 
indicate the significance of this method of raising funds to the field 
of corporation finance. 


I. DESCRIPTION 


The key feature that distinguishes subordinated debentures from 
the usual debenture is the subordination agreement. Under this 
provision the debentures are usually subordinated in the event of 
liquidation or reorganization to any existing and future debt that is 
defined in the indenture as senior debt. Typically, senior debt rep- 
resents borrowed funds and would not include such items as Ac- 
counts Payable, Dividends Payable, and Sundry Accrued Liabilities. 

For example, in the case of the 44 per cent convertible subordinated 
debentures issued by Fruehauf Trailer Company, senior indebted- | 
ness is defined ! 


EY 
IS 


... as the principal of and interest on (a) indebtedness for money borrowed from 
or guaranteed to banks, trust companies, insurance companies and other financial 
institutions and charitable trusts, pension trusts and other investing organiza- 1 
tions, evidenced by notes or similar obligations, or (b) indebtedness evidenced 
by notes or debentures issued under the provisions of an indenture or similar in- 
strument, unless in the instrument creating or evidencing the indebtedness it is 
provided that such indebtedness is not superior in right of payment to the 
Debentures.? 


*I have benefited from the comments of Harry G. Guthmann, professor of finance, 
Northwestern University. 


1. Fruehauf Trailer Company, Prospectus (December 14, 1953), pp. 13-14. 
1 
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With respect to senior creditors, subordinated debentures become 
in effect part of the equity base. A typical subordination clause is 
summarized in the prospectus for the $100,000,000 convertible de- 
benture issue by Dow Chemical Company: 

Upon any distribution of assets of the Company upon any dissolution, wind- 
ing up, liquidation or reorganization of the Company, the holders of all Senior 
Indebtedness shall first be entitled to receive payment in full of the principal 
thereof and the interest due thereon before the holders of the Convertible Deben- 
tures are entitled to receive any payment upon the principal (and premium, if 
any) of or interest on the Convertible Debentures, but the foregoing does not 
restrict the Company, except during the pendency of any such dissolution, wind- 
ing up, liquidation or reorganization proceedings, from making payments of prin- 
cipal, or premium if any, or interest on the Convertible Debentures.” 


It should be emphasized that the subordination does not affect the 
company’s obligation to meet payments of interest and principal on 
the subordinated debt except in case of difficulty.* Only in the event 
of liquidation, dissolution, bankruptcy, or reorganization does sub- 
ordination take effect with respect to the principal of the subordi- 
nated debt and the accumulated interest thereon. Therefore, this is 
not complete subordination, and the absence of restrictions on the 
prepayment or redemption of subordinated debt may leave superior 
creditors with inadequate protection. In some instances banks have 
required a separate written agreement that the borrower will not 
prepay the subordinated debt ahead of schedule except under speci- 
fied conditions.* Sinking fund payments on the debt might not be 
objectionable to the bank, since the yearly instalments could be 
taken into consideration when setting the line of credit. 

It should also be realized that, in the event of liquidation, reor- 
ganization, etc., the position of the senior debt is customarily greatly 
strengthened by receipt of the distributive share of the subordinated 
debenture holders until the senior debt is fully paid. 

. upon any such dissolution, winding up, liquidation or reorganization, any 
payment or distribution of assets of the Company . . . to which the holders of 
the [subordinated] Debentures or the Trustee would be entitled except for the 


provisions of this Article Three [providing for the subordination of the deben- 
tures] shall be paid by the liquidating trustee . . . direct to the holders of the 


2. The Dow Chemical Company, Prospectus (July 14, 1952), p. 18. 


3. Normally, failure to pay principal or interest constitutes a default, and either the 
trustee or the holders of a specified minimum percentage of outstanding debentures 
may declare the principal and accrud interest thereon due and payable immediately, 
and the trustee may institute legal action to collect the amounts owed. 


4. Frank J. Paul, “Analysis of the Banker’s Position with Respect to Subordinated 
Long Term Debt,” Robert Morris Associates Bulletin, XXX (May, 1948), 440. 
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Senior Indebtedness . . . to the extent necessary to pay in full all Senior Indebt- 
edness remaining unpaid.5 


It is for this reason that creditors other than the holders of senior 
or subordinated debt “. . . may recover less, ratably, than holders of 
Senior Indebtedness, but more than holders of Convertible Deben- 
tures, upon any such distribution.”® Therefore, this provision 
strengthens the position of the senior debt holders in relation to, but 
not at the expense of, other non-subordinated creditors. The other 
creditors will receive the same distributive share with or without 


TABLE 1 


ILLUSTRATION OF LIQUIDATING PAYMENTS TO SENIOR DEBT, 
OTHER DEBT, AND SUBORDINATED DEBT 


Percentage 
of Original 
Actual Debt 
Capital Structure Claim Payment Satisfied 
A. $200 Available for Distribution 
Senior debt ; $200 $100 $150 75 
Other debt. 100 50 50 50 
Subord. debt. 100 50 0 0 
Net worth. . 300 0 0 0 
$700 $200 $200 
B. $300 Available for Distribution 
Senior debt... . $200 $150 $200 100 
Other debt. 100 75 75 75 
Subord. debt 100 75 25 25 
Net worth... 300 0 0 0 
$700 $300 $300 


this clause and, like the senior debt holders, benefit from the assets 
contributed by the subordinated debt holders. On the other hand, 
the senior debt holders also gain by their capture of the liquidating 
payments on the claims of the subordinated debt until the senior 
debt is fully paid. When it is paid, the holders of the subordinated 
debt are “entitled to participate in the distribution of assets, both 
as such holders and by virtue of subrogation to the rights of the 
Senior Indebtedness to receive distributions of assets applicable to 
the Senior Indebtedness until . . . paid in full.”’” 

This matter may be clarified by the simple illustration shown in 
Table 1. For example, when there is only $200 available to satisfy 

5. The Dow Chemical Company to the Chase National Bank of the City of New 
York, Trustee, Indenture, dated July 1, 1952, pp. 22-23. To refuse payment to the 


subordinated debenture holders until the senior and other creditors were paid in full 
would subordinate them to all debt, not just the senior debt. 


6. Dow Chemical, Prospectus, p. 18. 7. Ibid. 
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unsecured debt of $400, the senior debt is entitled to its share plus 
that of the subordinated debt, or three-fourths of the amount avail- 
able. With $300 available, the senior debt may be paid in full, and 
the holders of the subordinated debt are subrogated to the rights 
of the senior debt holders. 


II. ORIGIN AND EXTENT OF USE 


The principle of subordination has long been in existence. It has 
not been uncommon for commercial banks or other prospective 
lenders to require that existing creditors, particularly if they are 
officers or stockholders, consent to the subordination of their claims 
in the event of liquidation.* Although there is no general agreement, 
some cases may be cited where, under certain special conditions, the 
claim of an affiliated or holding company has been subordinated to 
the claims of the investing public.? However, none of these cases 
represent an original issue of a subordinated security. 

The development of a security that was subordinated from the 
outset was largely the responsibility of sales finance companies. So 
far as can be determined, General Finance Corporation was the first 
sales finance company to sell publicly a subordinated debenture by 
its offer in March, 1936, of $750,000 of 5 per cent, ten-year deben- 
tures.’° Like many other debentures to be issued by sales finance 
companies, these were subordinated to short-term borrowings with 
a maturity not exceeding nine months. Many sales finance and small 
loan companies followed the lead of General Finance, though it was 
not until 1946 that any of the five largest concerns in the sales 
finance field issued subordinated debentures."* The failure of these 


8. Arthur S. Dewing, The Financial Policy of Corporations (4th ed.; New York: 
Ronald Press, 1941), II, 1466 n. Henry E. Hoagland, Corporation Finance (New York: 
McGraw-Hill, 1947), pp. 196-97. Roland I. Robinson, The Management of Bank Funds 
(New York: McGraw-Hill, 1951), p. 113. “Such agreements have been almost uni- 
formly enforced by bankruptcy courts. . . .” William M. Collier, Collier on Bankruptcy 
(Albany: Mathew Bender and Co., 1941), p. 2294. 


9. Taylor v. Standard Gas and Electric Co., 306 U.S. 308 (1939). See also Arthur S. 
Dewing, The Financial Policy of Corporations (5th ed.; New York: Ronald Press, 
1953), II, 1388 nn. (dddd, eeee). 


10. Letter from Robert B. Scott, treasurer, General Finance Corporation, September 
13, 1951. Another source indicates that General Finance was the first finance com- 
pany to sell subordinated debentures publicly. “Owen L. Coon,” Time Sales Financing, 
XII (April, 1948), 4. For further details see the Commercial and Financial Chronicle, 
CXXXXII (March 21, 1936), 1983. 


11. In 1946 Pacific Finance Corporation issued privately $3,500,000 of 34 per cent 
subordinated debentures and Associates Investment Company sold $5,000,000 of 
3 per cent subordinated debentures to an insurance company. Commercial Credit Co. 
issued $25 million of subordinated debentures in 1947; General Motors Acceptance 
Corporation, $75 million in 1948; and C.I.T. Financial Corporation, $50 million in 1948. 
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firms to use this device sooner is probably explained by their ability 
to use more short-term borrowing in relation to net worth than the 
smaller companies.’* However, subordinated debentures are not used 
by some of the smaller firms, possibly because they are so small or 
so new to the business that they are unable to sell such securities 
on what they regard as attractive terms.'* 


TABLE 2 


PERCENTAGE OF SUBORDINATED DEBENTURES TO TOTAL ASSETS 
OF 51 SALES FINANCE COMPANIES;* BALANCE SHEET 
DATES NEAREST DECEMBER 31, 1953 
(in thousands of dollars) 


(A) (B) (C) (D) (E) (F) 
Range of No. of Total Percent Range between 
Total Firms in Total Subord. (D)/ Individual 
Assets Group Assets Debs. (C) Firms 
0- 1,999 6 9,737 571 5.9 0.0-16.7 
2,000—- 3,999 6 16,972 887 LS 0.0-11.9 
4,000— 5,999 6 29 , 220 1,765 6.0 0.0- 9.5 
6,000— 7,999 3 20,024 1,135 5.7 2.3-10.0 
8 ,000— 9,999 5 46,083 3,005 6.5 2.2- 9.5 
10 ,000-14 ,999 5 61,535 5,027 8.2 1.3-19.3 
15 ,000-29 ,999 6 107 ,429 8,495 7.9 4.8-12.0 
30 ,000-54 ,999 7 286 , 532 28 ,052 9.8 5§.5-14.4 
ee 1 61,617 oY eee 
1 82,371 8,931 10.8 
1 255,242 28 ,000 11.0 
1 581,436 35,000 6.0 
1 1,068 ,697 100 ,000 9.4 
1 1,738,330 75,000 4.3 
1 2,452,819 245 ,000 ! eee 


Totals 51 6,818 ,044 551,368 8.1 0.0-19.3 


* It should be noted that this is not an exact classification, nor an entirely homogene- 
ous group, since a number of the companies included here are also engaged in other lines of 
business activity. However, these firms, as best could be ascertained, received the greatest 
proportion of their income from their sales finance business. 


Source: Moody’s, Banks, Insurance, Real Estate, Investment Trusts (1954). 


The considerable extent to which subordinated debentures have 
been adopted by finance companies may be seen in Tables 2 and 3. 
Table 2 shows data from the balance sheets near the end of 1953 
for 51 sales finance companies. It can be seen that subordinated de- 


12. Vincent Yager, “Lending to Finance Companies,” Robert Morris Associates Bul- 
letin, XXXIV (March, 1953), 233. 


13. Sometimes an indication of sufficient “maturity” is the ability of the finance 
company to borrow on an unsecured basis. For example, when Atlas Finance Company 
was able to terminate its collateral trust agreement in its fifth year of operation, this 
placed “the company in a position of eligibility to seek funds from sources heretofore 
barred . . .” (Atlas Finance Co., Inc., Annual Report, 1953, no pagination). This was 
also confirmed by a letter from the president, Robert R. Snodgrass, to the writer: “At 
that point only were we then in a position to consider subordinated debentures as a 
means of increasing our capital base” (January 18, 1954). 
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bentures averaged 8.1 per cent of total assets** for the entire group, 
though the percentages for individual companies ranged from 0.0 
to 19.3 per cent. Not revealed by the table is the fact that only 
seven of the companies studied had no subordinated debentures 
outstanding. Six of the seven firms had total assets amounting to 
less than $4,000,000. The data in Table 3 on small loan companies 


TABLE 3 


PERCENTAGE OF SUBORDINATED DEBENTURES TO TOTAL ASSETS 
OF 41 SMALL LOAN COMPANIES;* BALANCE SHEET 
DATES NEAREST DECEMBER 31, 1953 
(in thousands of dollars) 


(A) (B) (C) (D) (E) (F) 

Range of No. of Total Range between 

Total Firms in Total Subord. Per cent Individual 

Assets Group Assets Debs. (D)/(C) Firms 

0- 1,999 9 13,452 1,222 9.1 0.0-18.5 
2,000— 3,999 9 28 ,995 4,142 14.3 0.0-30.0 
4,000— 5,999 4 20,155 2,499 12.4 10.6-15.1 
6,000— 7,999 6,170 0.0 : 


28/436 3,537 12.4 


1 
8,000- 9,999 3 3.3-24.8 
10,000-14,999 5 65,034 6,763 10.4 0.0-17.7 
15,000-29 ,999 3 72,765 4,434 6.1 4.8- 7.1 

1 31,584 1,400 4.4 

1 39, 594 5,728 14.4 

1 106,471 8,000 7.5 

1 147,489 12,000 8.1 

1 160,360 12,150 7.6 

1 345,373 0.0 

1 379,758 i 0.0 es 

Totals 41 1,445,636 61,875 4.3 0.0-30.0 


* It should be noted that this is not an exact classification, nor an entirely homogeneous 
group, since a number of the companies included here are also engaged in other lines of busi- 
ness activity. However, these 41 firms, as best could be ascertained, received the greatest 
proportion of their income from their small loan business. 


Source: Moody’s, Banks, Insurance, Real Estate, Investment Trusts (1954). 


reveal somewhat the same picture. There is a greater variation, one 
small company having subordinated debentures equal to 30.0 per 
cent of its total assets. Six of the 41 companies had no subordinated 
debentures outstanding. 

Subordinated debentures would probably have remained an in- 
teresting financial oddity restricted to the finance business had not 
a number of concerns from other fields, particularly the oil and 
chemical industries, adopted the device about 1952.’° Possibly the 
most notable were the $100 million 3 per cent convertible subordi- 


14. Where necessary, reserves for losses were deducted from total assets to make 
data comparable. 


15. Beginning in 1943, Armour and Company issued a series of subordinated cumula- 
tive income debentures, the last issue being sold privately in July, 1947, to a group of 
insurance companies. However, the earlier use was not typical of other industrial firms. 
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nated debentures issued by Dow Chemical Company (July 14, 
1952), and the $101,758,900 issue of 34 per cent convertible sub- 
ordinated debentures by Sinclair Oil Corporation (January 9, 1953). 
Table 4 lists the major issues of industrial subordinated debentures 
reported to be outstanding at the end of 1953. This table is supple- 
mented by Table 5, which reports those industrial subordinated de- 
bentures publicly issued between January 1, 1954, and October 15, 
1954. The considerable variety—both in size of issue (from $200,- 
000 to $5,503,000) and nature of industry (from racetracks to 
metals manufacturers)—is readily apparent, though it should be 


TABLE 4 


MAJOR ISSUES OF INDUSTRIAL SUBORDINATED DEBENTURES 
REPORTED TO BE OUTSTANDING DECEMBER 31, 1953* 
(in thousands of dollars) 


Convert- 

Company Amount Rate Date Due ible 
Armstrong Rubber Co...... $ 4,000 54% 1974 Yes 
Bastian-Morely Co., Inc.f... 100 5 1961 Yes 
Beaunit Mills, Inc... . : 6,000 5 1972 Yes 
Brunner Mfg. Co.... 1,500 6 1968 Yes 
Cincinnati Enquirer, me... 2,500 6 1962 Yes 
Cinecolor Corp. : 452 Ls 1957 No 
Dow Chemical Co. 100 ,000 3 1982 Yes 
Ekco Products Co.. 4,900 4 1973 Yes 
Firth Sterling, Inc. 1,600 6 1968 Yes 
Fruehauf Trailer Co. . 10,000 44 1963 Yes 
Greer Hydraulics, Inc. 1,500 53 1965 Yes 
International Minerals & 

Chemical Corp. 20 ,000 3.65 1977 Yes 
Kerr-McGee Oil Industries, 

Inc. 10,000 4} 1968 Yes 
Macfadden Publications, Inc. 1,851 6 1968 No 
Mathieson Chemical] Corp.. . 7,461 4} 1987 No 
Pathe Industries, Inc....... 89 5 1957 No 
Sinclair Oil Corp... . - 101,751 33 1983 Yes 
Smith-Douglass Co., Inc... . 1,000 5 1972 Yes 
Southern Oxygen Co. 1,400 6 1962 Yes 
Standard Coil Products Co., 

Inc. 4,800 5 1967 Yes 
Sunrise Supermarkets Corp.t 361 34 1982 Yes 
Union Oil Co. of California 35,000 3 1972 Yes 
U.S. Rubber Reclaiming Co., 

Inc. 147 4} 1962 Yes 
Universal] Major Elec. Appli- 

ances, Inc.. 788 6 1972 Yes 
Universal Major Elec. Appli- 

ances, Inc. . 750 6 1972 No 
Warren Petroleum C orp. § 14,994 34 1966 Yes 


* This list is probably not complete, since occasionally the subordination feature is not 
indicated when a debenture is listed. It undoubtedly omits those subordinated debentures is 
sued by small industrial firms. 


t October 31, 1953. 

t January 31, 1954. 

§ June 30, 1953. 

Source: Moody’s Industrial Manual 1954, pp. a129-a134. 
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emphasized that the use of subordinated debentures is still relatively 
uncommon in the industrial field. Within this area the oil and chem- 
ical industries remain dominant in terms of the dollar volume of 
their issues. 

It should also be observed from Tables 4 and 5 that a high pro- 
portion of the industrial issues are convertible. Probably this pro- 
vision enables the corporation to obtain a higher market price than 
on a non-convertible debenture. It is also viewed by some as “a 
very good way of selling common stock above the market at a low 
cost.’ In contrast, relatively few of the subordinated debentures 

TABLE 5 
REPORTED ISSUES OF SUBORDINATED DEBENTURES PUBLICLY ISSUED 
BY U.S. INDUSTRIAL CORPORATIONS, JANUARY 1, 1954, 


TO OCTOBER 15, 1954 
(in thousands of dollars) 


Offering Date Convert- 
Date Company Amount Rate Due ible 
4/ 6/54....... Magnolia Park, Inc. 2,500 6% 1969 Yes 
4/54. Baltimore Feed & Grain Company 200 6 . No 
5/19/54 . Brandywine Raceway Assn. 200 6 1964 No 
6/ 3/54 Vanadium Corporation of America 5,000 34 1969 Yes 
6/ 3/54 Glass Fibers, Inc. 3,000 53 1969 Yes 
7/26/54. United Public Markets 300 6 1969 No 
8/12/54 . Pittsburgh Metallurgical Co. 2,024 4 1974 Yes 
8/31/54 Grand Union Co. 5,503 34 1969 Yes 
10/15/54. . Pressed Steel Car Co., Inc. 3,063 43 1969 Yes 


* Serially, 1964, 1966, 1968, 1970. 
Source: Moody's Industrials (Semi-Weekly Service), Vol. 26 


outstanding of the finance companies studied are convertible. In 
part this may be explained by the fact that many issues were pri- 
vately placed. For some firms there has also been a decline in their 
rate of growth in recent years and a corresponding desire to avoid 
expansion of the common stock equity in order to continue to take 
advantage of the high leverage characteristic of these firms. 

More recently the use of subordinated debentures can be found 
in the public utility field. On April 21, 1954, Columbia Gas System, 
Inc., issued $50 million of 34 per cent convertible subordinated de- 
bentures, due 1964. However, these securities are very rarely used 
in this field,’* and their issuance in this case appears to have been 


16. James J. Minot, “The Function of Investment Bankers,” A Transcript of 
Speeches at the 19th Annual Convention, Special Bulletin No. 59 (Chicago: American 
Finance Conference, 1952), p. 28. 


17. Examination of Moody’s Public Utility Manual 1954 failed to reveal any other 
issues of subordinated debentures outstanding at the end of 1953 (see pp. a140-al45). 
On August 10, 1954, Central Telephone Co., a subsidiary of Central Electric and Gas 
Co., offered $1,500,000 of 44 per cent subordinated debentures. 
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motivated by the need for large amounts of funds to provide for 
an extensive construction program.*® 


III. REASONS FOR USE 


Subordinated debentures are most characteristic of expanding 
companies. However, if expansion can be financed by additional 
bank debt, that procedure will ordinarily be less expensive’® and will 
leave the company in a more flexible position than if stock or sub- 
ordinated debt were issued. For example, Beneficial Loan Corpora- 
tion has no subordinated debt outstanding. In conversations with 
officers of this concern the writer was told that they could see no 
need for subordinated debt so long as additional bank credit was 
available. Similarly, the president of Federal Discount Corporation 
wrote that he felt no need for “. . . this secondary type of capital 
because our capital ratios have always been conservative.’”° Fur- 
thermore, if for some reason additional bank credit would not be 
available even with a larger equity base, it may not be worthwhile 
to issue subordinated debentures. For this reason, in October, 1948, 
Stuart F. Silloway, vice-president of the Mutual Life Insurance 
Company, told a group connected with the finance industry that 
“unless additional bank credit is available to provide the desired 
leverage, there is little incentive on your part to pay the higher in- 
terest rate which a subordinated loan involves.””? 

This is not the paradox it might seem. It simply means that sub- 
ordinated debt exists largely to support further, and frequently less 
expensive, borrowing beyond the amount that would be available 
with the existing net worth. If present credit is sufficient, or if more 
bank credit would be unavailable even with the addition of sub- 


18. The Columbia Gas System, Inc., Prospectus (April 21, 1954), p. 3. 


19. In general, for the same company short-term bank or commercial paper rates 
have been below the rates on its subordinated debentures. Furthermore, subordinated 
debentures have characteristically carried a higher rate than long-term senior debt. 
For example, State Loan and Finance Corp. recently issued $8,000,000 of subordinated 
debentures at 5 per cent, while its bank loans and commercial paper were at 14 to 34 
per cent per annum, and long-term senior debt carried a 3} per cent coupon. State 
Loan and Finance Corp., Prospectus (October 11, 1954), p. 5. 

“Generally, however, the terms for so-called senior money run for an interest rate 
@ point or so above your bank rate for a period of 4 to 8 years. ... In the case of sub- 
ordinated debentures, the rate is uniformly higher by a point or two. .. .” William H. 
Zuehlke, Jr., “The Function of Insurance and Savings Institutions,” A Transcript of 
Speeches at the 19th Annual Convention, Special Bulletin No. 59 (Chicago: American 
Finance Conference, 1952), p. 34. 


20. Letter from John H. Hansen, president, Federal Discount Corporation, Janu- 
ary 22, 1954. 


21. Stuart F. Silloway, “Private Placement of Securities,” Commercial and Financial 
Chronicle, CLXVIII (October 28, 1948), 1786. 
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ordinated debt, there appears to be less incentive to issue subordi- 
nated debt for its own sake. 

Once short- or long-term borrowings have reached or appear about 
to reach a reasonable limit in relation to the equity base, some steps 
must be taken to increase that base. Since they serve as equity capi- 
tal so far as the senior debt holders are concerned, subordinated 
debentures may be issued as the first step toward increased senior 
borrowings. For example, in the Annual Report of the Commercial 
Credit Company for 1948, it was stated: “The $25,000,000 subor- 
dinated notes due 1957 enable the company, meanwhile, to establish 
a substantial additional credit base to provide for a reasonable in- 
crease in its borrowings to take care of its expanding operations.” 
Similarly, it was stated that the Columbia Gas System issue “con- 
stitutes the first step in its overall financing program for 1954 in- 
volving the subsequent issue and sale of an additional $80,000,000 
of Senior Debentures. . . .””* 

If an expansion in the net worth base for borrowing is necessary, 
and if a company still wishes to employ leverage in its financial 
structure, subordinated debentures are superior to preferred stock 
in several respects. First, the interest rate is characteristically some- 
what lower than the dividend rate on preferred stocks. Most im- 
portant of all, since the interest is usually a tax deductible expense, 
a further and substantial saving is realized as compared to preferred 
stock. Thus “a finance company can pay 6 per cent or more for a 
debenture issue and be far ahead of the game. . . .”** The substantial 
advantages of subordinated debentures have caused several com- 
panies to substitute them for their outstanding preferred stock.” 


22. Commercial Credit Company, Annual Report (December 31, 1948), p. 7. 


23. United States of America before the Securities and Exchange Commission, In 
the Matter of the Columbia Gas System, Inc., File No. 70-3210, Holding Company Act 
Release No. 12388 (March 4, 1954). 


24. James F. Watson, “Capital Funds,” A Transcript of Speeches at the 20th Annual 
Convention, Special Bulletin No. 60 (Chicago: American Finance Conference, 1953), 
p. 35. See also Francis J. Conway, “Procuring Capital Funds: The Expanding Com- 
pany,” Time Sales Financing, XV (March, 1951), p. 34, and W. H. Owen, “Procuring 
Capital Funds: the Smaller iocal Company,” Time Sales Financing, XV (March, 
1951), p. 8. 


25. For example, in 1950, Kentucky Finance Co., Inc., issued $326,500 of subordinated 
debentures in exchange for 32,650 shares of $10 par, 6 per cent preferred. Similar ex- 
changes or retirements by funds raised from subordinated debentures were carried out 
by North American Acceptance Corporation and Pacific Finance Corporation. In the 
merger of E. R. Squibb & Sons with Mathieson Chemical Corporation approved 
in 1952, the two preferred stock issues of Squibb were replaced by two subordinated 
debenture issues. Northwest Publications, Inc. “solicited its first preferred stock to 
exchange their shares for new 54 per cent subordinated debentures at the rate of $100 
principal amount of debentures for each share.” Paul L. Howell, “The Effects of Fed- 
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As the president of one sales finance company wrote, “Preferred 
stock is something sold only after you have reached a practical limit 
on subordinated debentures.””* 

Even if preferred stock could be sold under favorable terms, sub- 
ordinated debentures may provide access to a valuable alternative 
source of funds, which could not be reached as easily by preferred 
stock. Insurance companies and pension funds may be less likely or 
less able to buy preferred stock than an ostensible debt instrument. 
Furthermore, the valuation procedures required of life insurance 
companies appear to favor bonds in relation to preferred stock.*’ 
Their preference for debentures is illustrated by the fact that of 


~ the $66,751,000 which the Mutual Life Insurance Company of New 


York had invested in instalment finance and small loan companies 
at the end of 1948, a “substantial portion” was in the form of sub- 
ordinated debentures.”* 


IV. LIMITATIONS ON USE 


In the finance industry one usually finds a limitation on the use of 
subordinated debentures in the form of a requirement that net worth 
be maintained at the greater of a fixed dollar amount or 100 to 200 
per cent of the outstanding subordinated debt. A fairly common 
“touch-off clause” has been 150 per cent,” though there is some 
evidence that a 200 per cent requirement is becoming more com- 
mon.*° Relatively few restrictions are expressed in terms of earnings 
coverage of interest charges. On the industrial subordinated deben- 
tures mentioned.the limitations, if any, are usually designed to limit 
the total debt to some percentage of net tangible assets or net 


eral Income Taxation on the Form of External Financing by Business,” Journal of 
Finance, IV (September, 1949), 217. 


26. Owen, op. cit., p. 8. 


27. See James J. O’Leary, “Valuation of Life Insurance Holdings of Corporate Bonds 
and Stocks—Some Recent Developments,” Journal of Finance, IX (May, 1954), 
160-77. 


28. U.S. Congress, Volume and Stability of Private Investment, Hearing before the 
Joint Committee on the Economic Report, 81st Cong., 1st Sess., Part 2 (Washington: 
Government Printing Office, 1950). Testimony of Oliver M. Whipple at 360. 


29. Minot, op. cit., p. 28. 


30. T. E. Courtney, “Financing the Finance Company,” Time Sales Financing, XVII 
(November—December, 1953), 11, 15. In his survey of sales finance and small loan 
companies summarized in Tables 2 and 3 the writer found the 200 per cent limitation 
much more common than any other. Even this would allow a high ratio of borrowed 
funds to capital stock and surplus. In the sales finance business a fairly acceptable ratio 
of senior debt to net worth plus subordinated debt is four to one. If net worth amounts 
to 200 per cent of subordinated debt, this would result in a ratio of total debt to net 
worth of six and one-half to one. 
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worth,** and occasionally a supplementary requirement for cover- 
age of interest by earnings.** On the other hand, no limitation on 
additional unsecured debt in relation to subordinated debt is to be 
found in the indentures of the subordinated debentures issued by 
Dow Chemical Co., Sinclair Oil Corporation, and Columbia Gas Sys- 
tem, Inc. A rule of thumb for industrials suggested to the writer by 
one of the leading investment bankers is that subordinated debt 
should not exceed 50 per cent of net worth. However, it would seem 
reasonable to supplement the debt-to-net-worth limit by a provision 
that interest charges be adequately covered by earnings in repre- 
sentative years. In the case of an industrial issue the minimum earn- 
ings-after-taxes coverage of the combined fixed charges might be 
two times; for utilities and finance companies, one and one-half 
times. The lower coverage of interest by earnings for finance com- 
panies seems justified by the high liquidity of their assets and rec- 
ord of stable earnings. 


V. EVALUATION 


What is the significance of this increasingly popular security? In 
his latest edition Dewing comments, “The further extension of inter- 
mediate securities—securities which attempt to combine the invest- 
ment stability of bonds and the possibility of increased income char- 
acteristic of common stocks—has probably decreased.’** The many 
convertible subordinated debentures that have been issued since 
about 1944 would seem to refute this statement. Even a non-con- 
vertible subordinated debenture may be termed a hybrid in the 
sense that in the eyes of the senior debt holders it may be regarded 
as “preferred stock with a due date,” though in the eyes of the law 
it is usually held to be debt. That the distinction between creditor 
and ownership rights be drawn sharply is of utmost importance in 
settling many legal problems, among the most important of which 
is the question of whether payments on the debentures are to be con- 
sidered as interest or dividends for tax purposes. 





31. A few examples may be given: “The Company will not . . . incur any funded 
debt, except for refunding then existing funded debt, unless after giving effect thereto 
consolidated net tangible assets of the Company and its Subsidiaries will be not less 
than 250% of their consolidated funded debt.” Ekco Products Company, Prospectus, 
April 14, 1953, p. 12. “The aggregate amount of such long-term debt . . [should 
not] exceed 50% of the sum of such long-term debt, capital and surplus . . .” (Inter- 
national Minerals and Chemical Corp., Prospectus [November 12, 1952], p. 17). 
“. . consolidated tangible assets . . . after deduction of consolidated current liabili- 
ties .. . shall be at least equal to 200% of the Funded Debt of the Company” (Fruehauf 
Trailer Company, Prospectus, [December 14, 1953], p. 14). 


32. Southern Oxygen Co., Prospectus (January 15, 1952), p. 16. 
33. Dewing, op. cit. (Sth ed.), I, 166. 
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Let us examine the features of subordinated debentures that may 
serve to distinguish their holders as creditors or shareholders. The 
mere fact of subordination does not mean that the holders of these 
securities should be viewed as owners or “co-adventurers.”’ As was 
pointed out earlier, the principle of subordination of one creditor’s 
claim to another’s has considerable support and does not, by itself, 
change the creditor status of the subordinated claim.** The fact that 
the debenture holders have no voting power is indicative of a creditor 
status, though not conclusively so.* Furthermore, it is quite sig- 
nificant that there is a fixed, periodic payment out of gross earn- 
ings with no additional share in earnings or assets.** The debt status 
is strengthened if the obligation to pay interest ultimately is absolute 
and not subject to the discretion of the corporation.** Finally, the 
existence of a definite date for repayment of principal “seems in 
itself strong evidence that the holder of such a security is a 
creditor,”** though again this feature, in and of itself, does not nec- 


34. Subordination is not “fatal to the holders’ status as creditors.” Sabine Royalty 
Corp. v. Commissioner of Internal Revenue, 17 TC 1076-77, Acq. (1951). “We do not 
think it fatal to the debenture holder’s status as a creditor that his claim is subordinated 
to those of general creditors” (Commissioner of Internal Revenue v. O.P.P. Holding 
Corp. 76 Fed. [2d] 12 [1935]). See also Bowersock Mills & Power Co. v. Commissioner 
of Internal Revenue, 172 Fed. (2d) 904 (1949); Commissioner of Internal Revenue v. 
H.P. Hood & Sons, Inc., 141 Fed. (2d) 467 (1944) ; Commissioner of Internal Revenue v. 
Page Oil Co., 129 Fed. (2d) 748 (2d Cir. 1942). 


35. Billy G. Lowe, “Corporations: Distinction between Preferred Shareholders and 
Creditors,” Oklahoma Law Review, III (November, 1950), 432. 


36. In Cass v. Realty Securities Co., 148 App. Div. 96, 132 N.Y. Supp. 1074 (1911), 
securities called second mortgage bonds were held to be preferred stock. Bondholders 
were allowed to participate in additional earnings after certain dividends on common 
and preferred and “would be satisfied by the payment either of the face value or of a 
ratable proportion of the assets upon liquidation, whether more or less than the 
amount called for on its face” (J. W. Hansen, “Hybrid Securities: A Study of Securi- 
ties Which Combine Characteristics of Both Stocks and Bonds,” New York University 
Law Quarterly Review, XIII [March, 1936], 419). 


37. In one case involving non-negotiable subordinated notes on which the payment 
of interest was subject to the discretion of the board of directors and dependent upon 
earnings, it was held that the payment was not interest and not tax-deductible. Wetterau 
Grocery Co., Inc. vy. Commissioner of Internal Revenue, 179 Fed. (2d) 158 (1950). 
See also Charles L. Huisking & Co., Inc. v. Commissioner of Internal Revenue, 4 TC 
595 (1945); Kentucky River Coal Corp. v. Lucas (D.C.) 51 Fed. (2d) 586 (1931), 
affirmed 63 Fed. (2d) 1007 (6th Cir. 1932). 


38. Hansen, op. cit., p. 430. Best v. Oklahoma Mill Company, 124 Okla. 135, 253 
Pac. 1005 (1926); Arthur R. Jones Syndicate v. Commissioner of Internal Revenue, 
23 Fed. (2d) 833 (7th Cir. 1927). In another instance the lack of a definite maturity 
date was a consideration in finding that holders of “Participating Operation Cer- 
tificates” were “co-adventurers with the stockholders” (Hanson, oP. cit., p. 409). In 
re Hawkeye Oil Company, 19 Fed. (2d) 151 (Del. 1927). Lowe supports the view that 
a fixed date of repayment is consistent with a creditor relationship, citing in addition 
to the Best case, Oklahoma Wheat Pool Elevator Corp. v. Bouquot, 180 Okla. 159, 
68 Pac. (2d) 97 (1937). Lowe, op. cit., p. 432. 
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essarily make a security holder a creditor.*® The combination of criti- 
cal factors distinguishing the debtor from owner are well sum- 
marized in the case of Clyde Bacon, Inc. v. Commissioner of Internal 
Revenue* wherein securities were held to be evidence of indebted- 
ness and the interest tax-deductible on the grounds that: (1) the se- 
curities were called “debenture certificates” and the phraseology 
throughout was of a debt instrument; (2) a fixed amount was to be 
repaid at a definite maturity date; (3) a fixed amount of interest, 
not dependent upon earnings, was to be paid at definite dates; (4) 
the rights of the debenture holders were subordinate to all creditors 
but superior to stockholders; (5)) the certificates carried no voting 
power; (6) the taxpayer presented good business reasons for issuing 
the debentures. While each may be insufficient evidence standing 
alone, when taken together these salient features of a typical sub- 
ordinated debenture would seem to be sufficient for the courts to 
hold them to be credit instruments if they rule on a basis consistent 
with the cases cited. 

However, any weakening or omission of these characteristics may 
jeopardize the creditor position of the subordinated debenture 
holders and the tax-deductible advantage for the corporation. In- 
deed, when coupled with features more typical of preferred or com- 
mon stocks, such as a provision that interest payments may be de- 
ferred or suspended at the option of the corporation, the subordina- 
tion clause has been held to be part evidence of an ownership rela- 
tionship.*’ Since the subordination clause has been used as evidence 
against the claim that the security is a debt instrument,*” it would 
seem advisable to avoid issuing subordinated debentures under cir- 
cumstances that would be questionable even without the subordina- 
tion clause. This may prove to be especially expedient when a large 
proportion of the debentures are held by common stockholders: 
“Where outstanding debt is held by stockholders proportionately to 
their stockholdings, the Commissioner will almost certainly attack 
the existence of the debt and the court will sustain the Commissioner 
if the other factors present in the case are not preponderantly in 

39. Ibid. Commissioner of Internal Revenue v. Meridian and Thirteenth Realty Co., 


132 Fed. (2d) 182 (7th Cir. 1942); Crimmins and Peirce Co. v. Kidder Peabody Ac- 
ceptance Corp., 282 Mass. 367, 185 N.E. 383 (1933). 


40. Clyde Bacon, Inc. v. Commissioner of Internal Revenue, 4 TC 1107, Acq. (1945). 
41. Charles L. Huisking & Co.v. Commissioner of Internal Revenue, 4TC 595 (1945). 


42. “... the notes, like preferred stock, were subordinated to the claims of the gen- 
eral creditors. .. . The attribute of a creditor relationship—the right to share on an 
equal basis with other creditors of the same class—is wanting” (Wetterau Grocery 
Co., Inc. v. Commissioner of Internal Revenue, 179 Fed. [2d] 160 [1950]). 
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favor of a finding of debt.’** A very important threat to the debt 
status of subordinated debentures would arise if their substantial 
advantages led to the issue of excessive amounts in relation to net 
worth. Although there is no precise judicial definition of a “thin” 
corporation, companies using subordinated debentures are probably 
at least as vulnerable to this charge as firms using other forms of 
debt.** Legal prediction is a hazardous matter, but it seems not un- 
reasonable to suggest that the increased use of subordinated deben- 
tures will cause the Bureau of Internal Revenue to focus its atten- 
tion more sharply on these securities, particularly when they have 
features that represent any departure from those characteristic of 
credit instruments.** For example, the interest on income subor- 
dinated debentures, particularly junior subordinated debentures,*® 
may eventually be questioned as a tax-deductible expense on the 
grounds that the holders are, in fact, “co-adventurers.” There is still 
another danger in any tendency to issue excessive amounts of sub- 
ordinated debentures. It has been shown that failure to pay interest 
or principal when required constitutes a default, and the trustee 
may, or may be directed to, accelerate’ the maturity and institute 
proceeds for the appointment of a receiver. Therefore, corporations 
issuing subordinated debentures must regard them with the same 


43. Allan F. Ayers, Jr., “Risk of Equity Masquerading as Funded Debt in Closely 
Held Corporations,” Proceedings of the New York University Seventh Annual Insti- 
tute on Federal Taxation (New York: Mathew Bender & Co., 1949), p. 1135. See 1432 
Broadway Corporation v. Commissioner of Internal Revenue, 4 TC 1158 (1945), affd. 
160 Fed. (2d) 885 (2d Cir. 1947); Edward G. Janeway v. Commssioner of Internal 
Revenue, 2 TC 197 (1943), affd. 145 Fed. (2d) 602 (2d Cir. 1945). 


44. An extreme case occurred in the issuance of 99-year, 8 per cent debentures in the 
amount of $250,000 as compared to-common stock of $200. The debentures were held 
to be invested, rather than borrowed, capital. Swoby Corp. v. Commissioner of Internal 
Revenue, 9 TC 887 (1947). However, “if the amount of debt is not disproportionate 
to the needs of the business there need be no concern” (Ayers, op. cit., p. 1141). The 
problem lies in proving what is disproportionate and what is not. 


45. Some support to this contention is to be found in the fact that H.R. 8300 pro- 
vided for the disallowance of interest as a tax-deductible expense on corporate bonds 
and notes if they were held by persons who together owned 25 per cent or more of the 
corporation’s common stock and if they were subordinated to the claims of other 
creditors. Sections 275 and 312 (c) and (d), H.R. 8300. However, this provision was 
struck out by the Senate, and the omission was agreed to in the Conference Report 
(Report No. 2543), 83d Cong., 2d Sess. 


46. Recently issues of junior subordinated, or capital, debentures have been sold 
which have been subordinated to other existing subordinated debentures. The similarity 
to a second preferred stock is even more pronounced when they are income debentures. 
For example, the contingent interest on the Colonial Acceptance Corporation junior 
subordinated debenture 5’s, due 1958, is payable at rates varying from 0 to 5 per cent, 
depending on the consolidated net earnings after all expenses and charges other than 
contingent interest. However, once the level of earnings is established, the directors 
have no discretion in determining the rate of interest. River Valley Finance Co. issued 
subordinated income debentures in 1951 and 1952. 
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respect as any other debt and be reasonably assured that interest 
and principal payments can be met at all stages of business activity. 
Such a calculation should take into account the possibility that some 
debt issues may have to be refunded at higher rates of interest. It is 
important that caution be exercised, for if subordinated debentures 
are immoderately used, the resulting defaults will severely damage 
the investment standing of all issues. 

In summary, it is contended that the sales finance industry has 
developed a security which, if properly used, may prove valuable to 
corporations in many other fields. It appears that these debentures 
may be prudently issued by a company which could tolerate addi- 
tional fixed charges against income and additional debt in relation 
to net working capital but could not, under customary standards, 
increase the ratio of superior debt to net worth. Since they are hy- 
brid securities in some respects, if subordinated debentures are to 
remain useful and to gain further stature, corporations must cling 
to those features which characterize a creditor obligation and issue 
only those amounts which can be safely supported. 
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THE BLOCKED MARK PROBLEM 
(1931-54) 


H. J. DERNBURG* 
Federal Reserve Bank of New York 


1. INTRODUCTION 


GERMANY, THE FIRST of the European nations to introduce foreign 
exchange controls more than twenty years ago, is now in the fore- 
front in abolishing them. Her comparatively strong balance-of-pay- 
ments position has allowed her in recent years to make rapid pro- 
gress not only in liberalizing the imports of goods and services but 
also in removing, step by step, restrictions in the capital sector." 
This is indeed a remarkable development. 

The decisive step in the financial reintegration of Germany with 
the outside world was the conclusion in 1953 of the Agreement on 
German External Debts, which provided for the resumption of in- 
terest and amortization payments on Germany’s contractual foreign 
prewar debt, as well as on all of her foreign public postwar debts.” 
The agreement, however, did not provide for the unblocking of for- 
eign-owned mark balances and investments, nor did it make provi- 
sion for the resumption of the transfer of earnings on such invest- 
ments. This area was left to the discretion of the German foreign ex- 
change authorities. After the agreement had become effective in 
September, 1953, Germany lost no time in courageously attacking 
this thorny problem, presumably with the final goal of unfreezing, 
if she could afford it, all foreign-owned funds. 

The present article deals with these blocked funds, which, in the 
terminology here used, will cover not only “blocked marks”—.e. 
foreign-owned balances with German banks—but also “blocked in- 
vestments,” such as direct investments, real estate holdings, port- 
folio investments in securities, and other foreign-owned assets of a 


* The author is an economist in the Foreign Research Division of the Federal Reserve 
Bank of New York. The views he expresses are his own and are not meant to reflect 
those of the Bank. i 


1. On the development of Germany’s balance of payments in recent years, see my 
article, “Germany’s External Economic Position,” American Economic Review (Sep- 
tember, 1954), XLIV, 530. 


2. On the international Agreement on German External Debts, see my article, “Some 
Basic Aspects of the German Debt Settlement,” Journal of Finance (September, 
1953), VIII, p. 298. 
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more or less long-term character. In fact, blocked marks and blocked 
investments cannot be dealt with separately, because under German 
foreign exchange controls (originally introduced in 1931, and now 
in the process of being removed) blocked investments have been a 
source of blocked marks, and vice versa. For example, under the 
controls, blocked investments if they were sold, or blocked credits 
if they matured, were credited to blocked mark accounts; similarly, 
earnings on blocked investments were credited to such accounts. On 
the other hand, blocked marks, to the extent that this was author- 
ized, could be transformed into blocked investments. While the prob- 
lem here under discussion is generally referred to as the “blocked 
mark problem,” it covers in actual fact a much larger area than 
this name would indicate. 


2. PREWAR CONTROLS AND THE BLOCKED MARK TRADE 


German foreign exchange controls, it will be recalled, were intro- 
duced as a defensive measure to protect the German currency in 
those tragic and fateful days of spring and early summer 1931, when 
the German economy was subjected to large-scale withdrawals of 
foreign short-term credits and a severe flight of German capital. 
After the financial crisis of 1931 had been met, the rigid control 
measures then adopted were retained when foreign exchange short- 
ages continued to persist. Although other countries devalued their 
currencies, Germany decided not only to do so, primarily for psycho- 
logical reasons (devaluation in the German mind was, rightly or 
wrongly, associated with serious inflation), and because the devalua- 
tions of the currencies of her creditor nations since September, 1931, 
considerably decreased the reichsmark equivalent of her large for- 
eign obligations. The latter had been incurred in foreign currencies 
and, more particularly, in the currencies of countries that did de- 
value, notably dollars and sterling. Had Germany also devalued, the 
gain achieved by the decrease in her indebtedness, as calculated in 
reichsmarks, would have been lost again. Instead, after the deflation- 
ary policies under the Briining government had been abandoned, 
Germany embarked in 1932-33 on an expansive policy directed to- 
ward the decreasing of unemployment through public works and, at 
a later date, toward rearmament, with the effect that the reichsmark, 
at that time Germany’s currency, became grossly overvalued. Con- 
tinuous foreign exchange shortages thus became inevitable. After 
1933, the controls originally introduced to cope with these shortages 
were also used as a tool for promoting German trade. 

German exchange controls were instituted on July 15, 1931, when 
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an emergency decree of the Briining government ordered the cen- 
tralization of all exchange transactions in the Reichsbank, at that 
time the central bank. Shortly thereafter, negotiations were begun 
looking to the continuation of the existing short-term credits ex- 
tended by foreign banks to German banks and industrial firms. These 
negotiations led to the conclusion of the first standstill agreement, 
which went into effect on September 17, 1931, for a period of six 
months but was thereafter renewed annually by new agreements.* 
These agreements provided for extensions and repayments of the 
pre-1931 credits; for the reduction of interest rates; and for alter- 
native ways of investing the frozen claims within Germany in the 
form of blocked investments, to the extent that foreign creditors 
agreed to the conversion of their credits into blocked mark balances 
(under the name of “Registered Mark Balances” to be held with 
a newly established institution and/or a number of selected com- 
mercial banks). After 1933, moreover, the agreements provided for 
the liquidation of Registered Mark Balances through travel in 
Germany. 

Until June, 1933 (Hitler came into power in January), Germany 
continued servicing her medium and long-term foreign debt, making 
foreign exchange available for both interest and amortization pay- 
ments, notably on her large foreign bonded indebtedness. She also 
continued the transfer of earnings of other investments, such as 
direct investments, mortgages, and real estate holdings. However, 
by the Law Concerning Payment Obligations vis-4-vis Foreigners of 
June 9, 1933, Germany, by unilateral action, declared a transfer 
moratorium. Henceforth, commencing July 1, 1933, German debtors 
were obliged to make all such payments to the Conversion Office for 
Foreign Debts, a newly established subsidiary of the Reichsbank. 
The payments were to be made in reichsmarks irrespective of the 
currency in which the payments were contractually to be made; 
these payments in reichsmarks were to discharge the debtors of any 
further obligations vis-a-vis their creditors.* 

3. The last standstill agreement concluded prior to the war and covering all stand- 
still credits was that of 1939. However, during the war standstill agreements were 
concluded with the United States in 1939 and 1940, and with Switzerland, the latest 
being that of 1944. In 1952, a new standstill agreement was concluded covering all at 
that time still outstanding standstill credits. The latter agreement, the German Credit 
Agreement of 1952, was part of the Agreement on German External Debts of 1953. 
Reductions in credits until December 1, 1954, when this credit agreement expired, made 
conclusion of a new agreement unnecessary, and the still outstanding credits were 


covered by a “Protocol of November 1954 covering German short-term indebtedness 
remaining after the expiry of the German Credit Agreement of 1952.” 


4. The law did not cover debts for which standstill agreements had been concluded, 
nor was it applied originally to the Dawes and Young loans, for which special arrange- 
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As a result of the standstill agreements, the transfer moratorium 
of June, 1933, and innumerable foreign exchange decrees, there 
emerged prior to World War II a great variety of blocked mark 
balances (Sperrmark). Such balances were classified by German ex- 
change regulations according to the origin of the funds that had to 
be credited to the blocked mark accounts (Sperrmark Konten); 
minute and constantly revised regulations prescribed the uses to 
which the balances therein could be put within Germany. Apart from 
such balances as Aski marks, which were authorized especially for 
trading on a bilateral basis, there existed in the years preceding the 
war some ten basic categories of blocked marks. 

While the investment in Germany of these blocked balances was 
generally authorized, the breadth and composition of the uses to 
which they could be put varied from one category to another. Since 
the balances could be transferred as among residents abroad, they 
were traded, as different categories of reichsmark exchange (Sperr- 
mark Handel), in such foreign financial centers as Amsterdam and 
London. In view of the limited uses to which they could be put in 
Germany, they were traded at considerable discounts from the offi- 
cial rate. Those balances which could be used more widely and 
which as Registered marks (by way of sale for foreign exchange 
to tourists) could be transferred indirectly of course commanded 
lower discounts. In February, 1935, for example, the approximate 
discounts in London from the official reichsmark rate (at that time 
about 40 cents) were, respectively, 34 per cent for Registered marks, 
54 per cent for Blocked Credit marks, and 64 per cent for Blocked 
Security marks. 

Germany, it will be recalled, took advantage of these discounts not 
only to promote tourism but also—by buying up blocked claims at 
a discount—to foster her exports, which in view of the overvaluation 
of the reichsmark were in many cases not competitive in world mar- 
kets. In 1933 the buying up abroad of foreign claims blocked in 


ments were made, but it applied to all other outstanding medium and long-term obli- 
gations to foreigners. It was left to the Reichsbank to decide when transfers into 
foreign currencies should be made from the funds accumulating with the Conversion 
Office. Some of the creditor countries promptly threatened to impose compulsory 
clearings and thereby obtained a compromise. Temporarily, 75 per cent of the interest 
charges were transferred, by a complicated procedure by which a part was paid in 
foreign exchange and the rest in so-called “scrip,” which the German Gold Discount 
Bank, another subsidiary of the Reichsbank, subsequently repurchased at substantial 
discounts. After July 1, 1934, a complete transfer moratorium on Germany’s medium 
and long-term foreign debt was in force; obligations were “met” by the issue of fund- 
ing bonds, and no more foreign exxchange transfers took place. However, interest on 
standstill credits was paid in foreign currencies until outbreak of the war. 
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Germany was centralized in the German Gold Discount Bank, a 
subsidiary of the Reichsbank, which used them, in addition to other 
funds, for subsidizing German exports. This was done, for example, 
by authorizing German exporters to employ a part (but only a part) 
of the exchange proceeds of their exports for the repurchase abroad 
through the Gold Discount Bank, at considerable discounts, of for- 
eign claims against Germany, such as blocked marks, defaulted dol- 
lar bonds, or claims against the Conversion Office (scrip or conver- 
sion bonds), while the rest of the exchange proceeds had to be sold 
to the Reichsbank at the official rate. 

As a result of the repurchase of foreign-owned claims at consider- 
able discounts, German debtors extinguished claims against them 
at a mark amount far in excess of the official mark equivalent of the 
exchange required for buying up the foreign-owned claims. For ex- 
ample, if in January, 1935, one-half of the foreign exchange pro- 
ceeds of a $10,000 export was employed for the repurchase of 
blocked credit marks, which at that time were at a 54 per cent dis- 
count, while one half was sold to the Reichsbank at the official rate, 
the exporter received 12,500 reichsmarks for the dollars sold to the 
Reichsbank at the official rate (2.5 marks per dollar), and 27,000 
reichsmarks out of the blocked credit marks (purchased at the rate 
of about 5.4 reichsmarks per dollar), which were released to him 
from the blocked account of the bank with which they had been 
held. In this case, the exporter therefore received 39,500 reichsmarks 
for his $10,000 of export proceeds, as compared with 25,000 reichs- 
marks which he would have received if the whole amount had been 
sold to the Reichsbank at the official rate. In other words, the export 
transaction was carried out at an over-all rate of 3.95 reichsmarks 
per dollar rather than 2.5, the official rate. Generally speaking, the 
actual rates at which such transactions were concluded varied from 
case to case, depending on the proportion of the exporters’ foreign 
exchange proceeds that could be used for the extinction of foreign- 
owned claims and on the discounts at which such claims could be 
acquired abroad. 

The methods were severely criticized abroad. It was charged that 
Germany, while not making exchange available for transfers on for- 
eign-owned claims, took advantage of her default and made exchange 
available for extinguishing such claims at bargain prices, which 
prices, in fact, had been caused by her default. The methods, more- 
over, were criticized as part of the multiple foreign-exchange-rate 
system employed by Germany in the thirties: in order to underbid 
competitors in foreign markets, Germany tailored exchange rates to 
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each transaction, instead of devaluing her currency, as did other 
countries, and employing a uniform exchange rate. 


3. EARLY Postwar CoNTROLS UNDER THE ALLIED 
Miitary GOVERNMENT 


During the war years, foreign exchange controls were of course 
maintained, and when, after the surrender in May, 1945, the Allied 
Military Government took over, it encountered in the German banks 
a variety of blocked accounts, which as a result of a simplification 
procedure enacted in December, 1938, had been reduced to five 
basic categories (Registered Mark Accounts, Preferential Blocked 
Mark Accounts, Emigrant Accounts, Special Accounts, and Com- 
mercial Blocked Accounts). The Military Government, of course, 
had to protect the German economy against the withdrawal of for- 
eign-owned funds and against capital flight. Generally speaking, 
existing controls were maintained, and foreign-owned funds thus re- 
mained blocked. However, the early rigid controls were gradually 
relaxed. 

United States Military Government Laws No. 52 and No. 53 is- 
sued in 1945 subjected all foreign-owned property in the United 
States Zone of Occupation to control of the Military Government; 
identical or equivalent legislation was adopted for the British and 
French Zones. United States Military Government Law No. 53 “pro- 
hibited any action” in regard to such property; consequently, for- 
eign-owned assets could not be transferred either from foreign to 
German ownership or from one foreign owner to another; nor could 
their foreign owners switch from one form of investment to another. 

However, general licenses under Military Government laws au- 
thorized all transactions ordinarily incident to the normal conduct 
of business enterprises. Originally, foreign-owned property was ad- 
ministered through German custodians under Military Government 
supervision, but, effective June 15, 1947, foreign owners were au- 
thorized to transfer the responsibility for the operation and man- 
agement of their property from the custodian appointed by the Mili- 
tary Government to an agent of their designation responsible to 
their owners. Moreover, shortly after occupation certain uses of 
blocked marks were permitted, such as support of relatives, travel 
in Germany by the owner of the account and his immediate family, 
repair of real estate, and certain other uses. 

In June, 1948, under Military Government legislation as amend- 
ed, Germany carried out a monetary reform which replaced the 
reichsmark by the Deutsche mark (hereafter referred to as the D- 
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mark) and provided for the conversion of reichsmark balances and 
debts into D-marks at certain ratios. In the course of the reform, 
balances owned by German residents were converted at the ratio of 
10 to .65 and balances of foreign residents (blocked balances) at the 
ratio of 10 to 1. Moreover, reichsmark debts were converted at the 
ratio of 10 to 1, but the original legislation left the door open for 
the conversion into D-marks of reichsmark debts owed to nationals 
of the United Nations at a ratio more favorable than the 10 to 1 
ratio. However, final German legislation of August 24, 1953, pro- 
vided that such nationals would not be entitled to a more favorable 
treatment as regards reichsmark debts; the provision was made 
retroactive from June, 1948. Frozen reichsmark balances and debts 
of residents abroad in existence at the time of the currency reform 
were therefore both reduced at the ratio of 10 to 1,° and thus sub- 
jected to radical downward scaling. 


4. THE Postwar BLOCKED MARK TRADE AND 
Its LEGAL PREREQUISITES 

Five years after the adoption of the original freezing regulations 
under Laws No. 52 and 53, when the German economy had made 
progress toward recovery and the political climate had changed con- 
siderably, the Military Government, “with a view to the reopening 
of Germany to foreign investment,” began to relax the rigid restric- 
tions embodied in these laws. The authorizations approved on June 
15, 1950, by the Allied High Commission and the directives issued 
thereupon of the Allied Bank Commission (ABC Directives) au- 
thorized the reinvestment of blocked bank balances or the D-mark 
proceeds of liquidated investments by their original owners, thus ex- 
cluding their transfer to, and their reinvestment by, other residents 
abroad. 

New regulations of the Allied High Commission as of March 2, 
1951, authorized the transfer of ownership of blocked balances be- 
tween foreign residents and thereby created the legal prerequisites 
for the postwar trade in blocked mark balances. They opened there- 
fore a new and decisive phase in the history of blocked balances and 
investments. 

From early March, 1951, until mid-September, 1954, German 
foreign exchange regulations have differentiated between acquired 
blocked marks (erworbene Sperrmark) and original blocked marks 


5. The Agreement on German External Debts of 1953 made special provision for 
certain mark debts expressed in gold marks or in reichsmarks with gold clauses. 
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(origindre Sperrmark).® As the terms suggest, original blocked marks 
were marks that had been continuously held by their original owner 
(or had come into the owner’s possession, for example, by way of 
legal succession, as by inheritance), while acquired blocked marks 
had come into the owner’s possession by way of the blocked mark 
trade. The distinction between the two types has been essential be- 
cause acquired blocked marks could be used only for investment 
and expenses connected therewith, while original blocked marks 
could in addition be used for such expenditures as the travel ex- 
penses in Germany of their owners and the latters’ families, pay- 
ments to needy relatives by their owners, and for other purposes for 
which acquired blocked marks could not be used. 

Prior to the regulations of March, 1951, before which date the 
transfer of ownership of foreign-owned funds as among foreigners 
was prohibited, certain transfers of blocked balances nevertheless 
took place in a “gray” market for such balances. Sales were effected 
through irrevocable powers of attorney issued to the banks with 
which the balances were being held; while nominal ownership re- 
mained with the seller, the German banks were prepared to accept 
the buyer’s instruction in regard to the account on the strength of 
the power of attorney. The regulations of March, 1951, on the other 
hand, created the legal prerequisite for a regular transfer of owner- 
ship of blocked balances among foreign residents, and consequently 
for a regular market in blocked balances in foreign financial centers. 

This market made an indirect “transfer” possible: owners of 
“original” blocked balances, or original owners of property who 
sold such property within Germany and had the proceeds credited 
to an “original” blocked mark account, could henceforth sell their 
balances for foreign exchange, by way of the blocked mark trade 
outside Germany, to other foreign residents, who henceforth were 
the owners of “acquired” balances. Similarly, the earnings on origi- 
nal investments, after they had been credited to a blocked mark ac- 
count, could be “transferred” in the same way, i.e., by sale of the 
blocked balances in foreign markets. Those persons, on the other 
hand, who acquired such balances could either hold them (as ac- 
quired blocked mark balances) or reinvest them (as acquired 
blocked investments); they likewise could “transfer” their invest- 
ments and the earnings thereon by way of the blocked mark trade. 
However, original owners, while being able to convert their balances 

6. Regulations of September 15, 1954, replaced blocked marks (Sperrmark) by 


“liberalized capital marks” (Liberalisierte Kapitalmark), and did away with these 
distinctions. 
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into their own currencies, could do this only at a loss, since blocked 
marks have been traded at a discount from the official D-mark rate. 
On the other hand, those who acquired blocked balances and later 
resold them suffered an exchange loss only if the discount had 
widened in the meantime. 

It should be noted that none of these conversion opportunities rep- 
presented genuine transfers, because they involved only shifts in 
foreign ownership—one foreign resident giving up balances or in- 
vestments, another acquiring balances or investments. Consequent- 
ly, German foreign indebtedness did not decrease; in fact (as was 
the case prior to the blocked mark trade) German indebtedness 
tended to increase steadily, especially as the result of earnings and 
capital gains. 

Blocked marks have been traded in the period March, 1951, 
through mid-September, 1954, in such markets as London, New 
York, and Zurich; and there has been a moderate amount of inter- 
market trading. The Zurich market, where much of the demand for 
investment in Germany arose, appears to have been, during most of 
the time, by far the most active market and a net buyer of blocked 
marks. The London market appears to have been generally speak- 
ing a seller of blocked marks, the sales allowing conversion of marks 
into hard currencies, such as Swiss francs or dollars. Trading on the 
New York market, finally, has for a considerable period apparently 
been rather sporadic, and the market, if anything, has been a net 
seller of blocked marks. 

The bulk of the supply in these markets has of course stemmed 
from the foreign owners of blocked funds who, so long as they could 
not transfer their holdings at the official rate, have been willing to 
liquidate them, even if at a discount. The foreign demand, on the 
other hand, has been chiefly for investment in Germany; potential 
investors have been seeking blocked marks chiefly for relatively 
temporary investment of a more speculative nature, as in German 
securities, but also for long-term investment, as in loans to German 
enterprises and in business participations; blocked marks have also 
been bought as a matter of exchange speculation in anticipation of 
a rise of the blocked mark rate. The more speculatively invested 
marks have of course tended to turn again into supply when the in- 
vestors decided to take home their profits or their expectations ap- 
peared to have been frustrated. Finally, blocked marks, as has al- 
ready been indicated, have been used as a vehicle for transferring 
funds from soft-currency to hard-currency areas. British investors, 
for example, at times have reportedly bought blocked marks in Lon- 
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don for sale in Zurich with a view to buying Canadian securities by 
way of Swiss francs. In such cases the supply originating in one 
market (London) was quickly set off by demand in another 
(Zurich). 

Since March, 1951, the blocked mark rate has shown a somewhat 
irregular upward trend. Blocked marks had been initially traded in 
March, 1951, in New York at a rate around 13 cents, or at a dis- 
count from the official 23.8 cent rate of about 45 per cent. In Sep- 
tember, 1952, the rate reached a temporary peak, after the success- 
ful termination of the London negotiations on a German debt settle- 
ment, when the rate rose temporarily to 16.3 cents, the discount from 
the official rate amounting to 30 per cent. At that time speculation 
was rife that Germany, having committed herself to resuming in- 
terest and amortization payments on her foreign indebtedness— 
chiefly in foreign currencies—would soon take similar steps in re- 
gard to blocked funds. 


5. First TRANSFER AUTHORIZATIONS SUBSEQUENT 
TO THE LONDON DEBT AGREEMENT 


A new phase in regard to blocked balances and blocked invest- 
ments was initiated by the Agreement on German External Debts, 
signed in London on February 27, 1953, and effective on September 
16. By the agreement, Germany settled her large prewar and post- 
war contractual foreign obligations, the bulk of which had been in- 
curred in foreign currencies. However, the agreement dealt, in addi- 
tion, with mark claims that arose prior to May 8, 1945 (the date of 
Germany’s surrender) out of private financial transactions, includ- 
ing interest outstanding, as well as with mark claims that had arisen 
prior to that date from investment income, such as dividends, profits, 
and rents. German debtors would have to make payments on such 
claims, even if they had already “discharged” themselves of these 
obligations by payments to the Conversion Office. Such claims would 
be converted into D-marks at the rate of 10 to 1, except for claims 
expressed in goldmarks or in reichsmarks with a gold clause “having 
a specific foreign character’”’;* claims of the latter nature would be 
converted into D-marks at the ratio of 1 to 1. German debtors 
would discharge themselves of the aforementioned obligations by 
making D-mark paymenis into original blocked mark accounts, 
whose utilization would be subject to German foreign exchange reg- 
ulations.® 

7. For definitions of this term as regards different categories of claims settled in 
London, see Agreement on German External Debts, Annex VII. 

8. See Agreement, Annex IV. 
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More importantly, the agreement made provision for the con- 
version into, and repayment in, D-marks of standstill credits granted 
in foreign currencies, in the same way as had been authorized earlier 
pursuant to the regulations of the Allied High Commission for Ger- 
many approved on June 15, 1950 (ABC Directive 50/6). German 
debtors, upon having entered into voluntary agreements with their 
creditors, therefore were henceforth in a position to discharge their 
standstill foreign-currency obligations, to be converted into D-marks 
at the official rates? by making D-mark payments into original 
blocked mark accounts.’® 

Most significant, however, was the fact that after conclusion of 
the London agreement, Germany undertook to authorize the genuine 
transfer at the official rate of earnings on blocked investments; this 
was indeed a radical departure from the earlier arrangements in 
effect since the early thirties, under which no such transfers had 
been authorized. The first step in this direction was taken by the 
Bank deutscher Lander which, by announcement of October 7, 1953, 
authorized the transfer at the official rate of current earnings as of 
January 1, 1953, on so-called “old” investments (alte Vermdgensan- 
lagen); these were defined as investments that originated prior to 
July 15, 1931 (when Germany introduced foreign exchange con- 
trols) and were held by their original owners or had come into the 
present owners’ possession, for example, as a result of inheritance. 
By a number of subsequent steps the transfer opportunities were 
broadened so as to cover the transfer of earnings on investments 
that had originated at later dates. Consequently, by the end of Janu- 
ary, 1954, Germany had authorized, as of January 1, 1953, the 
transfer to all currency areas of earnings on all blocked investments, 
both original and acquired, with the important further proviso that 
earnings on investments made in the future from acquired blocked 
marks could also be transferred at the official rate. In view of the 
fact that, prior to these authorizations, current earnings accrued to 
blocked balances or were invested in the form of blocked assets, the 
new authorization (to the extent that investors availed themselves 
of the offered opportunities) removed an important source of a fur- 
ther increase in blocked funds. 

The transfer opportunities authorized after September, 1953, led 
to a considerable rise in the blocked mark rate. That rate, after 
reaching, as will be recalled, a temporary peak in September, 1952, 


9. Whenever hereafter the term “official rate” is used, it should be understood as 
the rate prevailing in the exchange market, which rate can deviate only slightly from 
the official parity. 


10. See Agreement, Annex III, Clause 10. 
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following the successful completion of the negotiations on Germany’s 
external debts, had then declined again when it became apparent 
that no immediate further steps would be taken in regard to trans- 
fers on blocked funds. However, after September, 1953, when Ger- 
many announced the transfer, at the official rate, of earnings on so- 
called “old” investments, the rate strengthened considerably. In 
September, 1953, still averaged 16.9 cents (a discount of about 
29 per cent), but it thereafter rose, as a result of the subsequent 
transfers authorizations, to about 19 cents in January 1954 (a dis- 
count of about 20 per cent). 


6. THE RESUMPTION OF CAPITAL TRANSFERS AND THE 
INSTITUTION OF “LIBERALIZED CAPITAL Marks” 


Beginning in December, 1953, Germany also courageously at- 
tacked the problem of unblocking foreign-owned funds (blocked 
balances and investments). As a first step, the transfer in lump 
sums, at the official rates, of original blocked mark balances owned 
by individuals was authorized by the Bank deutscher Lander as of 
January 1, 1954, for all areas including the dollar area, where such 
balances on December 31, 1953, did not exceed 10,000 D-marks 
(so-called Kleinkonten); if they exceeded that amount, monthly 
transfers of 500 marks were authorized without their owners hav- 
ing to prove hardship." 

A long step forward toward the complete unblocking of foreign- 
owned balances and investments was made by two sets of regula- 
tions, effective April 1 and September 16, 1954. These provided for 
the transfer of blocked balances at the official rates into the cur- 
rencies of the EPU countries, and of the (now) 15 countries, chiefly 
in Latin America, with which Germany has concluded bilateral 
clearing agreements; they provided, moreover, that such balances 
might be utilized for making payments for the importation from 
Germany of goods and services to the foregoing countries. 

Technically, the utilization of blocked balances for the latter pur- 
pose was made possible by authorizing the transfer of blocked bal- 
ances to so-called “limited convertible accounts.” Effective April 1, 
1954, such accounts could be opened for residents of all currency 
areas, but they are primarily devised for trade and service trans- 
actions between Germany and the EPU and clearing-agreement 
countries. By establishing these accounts, Germany created what 
may be called a “transferable D-mark account area.” The accounts 


11. Prior to this regulation, 300 marks could be transferred per month if the owner 
could prove hardship. 
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may be credited with the proceeds of exports of goods and services 
to Germany for which payment has been authorized by Germany 
either via the existing bilateral or multilateral clearing arrangements 
or in freely convertible currency. Moreover, in accord with the regu- 
lations effective April 1 and September 16, 1954, blocked balances 
may also be credited to such accounts. On the other hand, balances 
in these accounts, including blocked balances credited to them, can 
be used for paying for imports of goods and services from Germany 
for which no dollar payments are being required; however, they 
cannot be used, without special permit, for making investments in 
Germany. 

Broad utilization of the limited convertible marks within the 
transferable D-mark account area is assured by the provision that 
balances may be freely transferred from any limited convertible D- 
mark account to any other, which is also the legal basis for the 
international trade in such balances. However, while limited con- 
vertible marks are transferable as among the EPU and clearing- 
agreement countries, the direct conversion of such funds into dol- 
lars is excluded. Technically, this has been achieved by not author- 
izing the transfer of limited convertible balances to “freely convert- 
ible accounts,” which also were authorized effective April 1. Freely 
convertible accounts may be credited with the proceeds of exports 
of goods and services to Germany for which payment in freely con- 
vertible currency has been authorized; and freely convertible marks 
are convertible at the official rates into dollars as well as into any 
of the currencies of the EPU and clearing-agreement countries. Like 
limited convertible marks, they cannot be used, without special 
permit, for making investments in Germany. 

The regulations in regard to blocked balances that became effec- 
tive April 1, 1954, authorized the direct transfer, at the official rates, 
of blocked balances, both original and acquired, on deposit with 
German banks on March 31, 1954, to residents of the transferable 
D-mark account area by way of the existing bilateral or multilateral 
clearing mechanisms. As an alternative, the regulations authorized 
the owners to utilize these balances by having them credited to 
limited convertible accounts. More sweeping regulations, effective 
September 15, 1954, extended the provisions already in effect as to 
the March 31 balances, to all blocked balances in existence at the 
time the new regulations were issued, and most importantly, to all 
balances that might originate after September 15, 1954, through the 
liquidation of investments or from any other source such as com- 
pensation payments to foreign residents by Germany. As in the case 
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of the March 31 balances, such balances may be transferred at the 
official rates by way of the existing clearing mechanisms, or they 
may be utilized for the paying of imports of goods and services from 
Germany after the balances have been credited to limited converti- 
ble accounts. 

In view of the fact that, from September 16, all foreign-owned 
balances (and investments) could henceforth be transferred or 
utilized in these two ways, the name “blocked marks” (Sperrmark) 
was abolished, and the existing balances, which were now subject 
to the new regulations, were renamed “liberalized capital marks” 
(liberalisierte Kapitalmark). Such marks may be transferred from 
one foreign resident to another; they have been traded since Sep- 
tember 16 in international markets, such trade thus becoming the 
successor of the earlier blocked mark trade. 

German foreign exchange policy appears to be directed toward 
keeping demand for liberalized capital marks high relative to supply. 
In view of the fact that limited convertible marks and freely con- 
vertible marks cannot be used for investment in Germany, except 
under special license which in general is not being granted, liberal- 
ized capital marks are the only “investment marks” available in 
international markets. With a view to increasing the demand for 
these marks, the uses to which they may be put, as compared with 
the earlier acquired blocked marks, have been broadened. As was 
characteristic of the “old” blocked marks (both original and ac- 
quired), the marks may be invested without special permit in official- 
ly traded securities, and in real estate, as well as in the construction 
and reconstruction of buildings belonging to the owners of the bal- 
ances. In addition, the funds may be used, without special authori- 
zation, for the granting of mark loans (including mortgage loans) 
to German residents, with the proviso that such loans bear interest 
of not more than 44 per cent and that their currency is no less than 
five years.’* An incentive for reinvesting them was created by pro- 
hibiting the payment of interest on liberalized capital mark bal- 
ances. Finally, the differentiation between original and acquired 
funds" has been dropped, with the important result that all liberal- 
ized capital marks—whether held by their original owners or ac- 
quired in international markets—may be used for the support of 
German residents, and most importantly, for tourist expenditures. 

With a view to limiting the supply of liberalized capital marks in 

12. However, participations in business enterprises and investment in securities not 
officially traded still require special authorization. 

13. See page 23. 
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international markets, the new regulations have been framed in such 
a way that the supply of liberalized capital marks can be increased 
solely from the liquidation of earlier investments, from other sources 
such as compensation payments by Germany to foreign residents, or 
from other capital transfers within Germany. To the extent that such 
newly originating liberalized capital marks, or any previously exist- 
ing balances, have been transferred directly or have been credited 
to a limited convertible account, such balances cannot take again the 
form of liberalized capital marks. This follows from the fact that, 
while liberalized capital marks can be credited to a limited convert- 
ible account, no transfers from a limited transferable account to a 
liberalized capital account are authorized. Investment funds may 
therefore move out, but they may not move in again; and German 
foreign exchange authorities have indicated that they would be re- 
luctant, at least for the time being, to authorize the conversion of 
foreign currencies into D-marks, or the release of limited convert- 
ible marks and freely convertible marks, for investment purposes, in 
order to narrow the supply of new investment funds, and by the 
same token, to increase the demand for liberalized capital marks. 

Summing up, residents of the transferable D-mark account area 
can transfer or utilize their liberalized capital marks in the following 
ways: (1) they may transfer these balances directly at the official 
rates into their own currencies by way of the bilateral or multilateral 
clearing arrangements; (2) they may reinvest them in Germany or 
utilize them, for example, for tourist expenditures; (3) they may sell 
them in the international exchange markets to other residents abroad, 
who may use them for the same purposes—at the present time, they 
would have to take a small discount if they were to sell them in 
hard-currency markets; (4) they may have them credited to limited 
convertible accounts for the paying of their own imports of goods 
and services from Germany; and (5) they may sell the limited con- 
vertible marks, at the official rates, to other residents of the trans- 
ferable D-mark account area for the latter’s imports of goods and 
services from Germany—if they were to sell them in hard-currency 
markets, they would have to take a small discount. 

As compared with residents of the transferable D-mark account 
area, residents of the dollar area have more limited possibilities of 
utilizing or transferring their liberalized capital marks. Like the 
former, they may reinvest such marks themselves. To achieve a 
“transfer,” they may sell such marks for dollars by way of the 
trade in liberalized capital marks, chiefly to potential investors; 
under present conditions, they would have to take a small loss, since 
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liberalized capital marks are traded in hard-currency markets at a 
small discount. They may also achieve a “transfer” by way of the 
trade in limited convertible marks. Since dollar-area residents may 
hold such marks, such residents may have the liberalized capital 
marks credited to a limited convertible account. However, in view 
of the fact that dollar-area residents may not use limited convert- 
ible marks to pay for imports of goods and services from Germany, 
they would have to sell the marks, as a first step toward conversion, 
to a resident of the transferable D-mark account area (who could 
himself use them for such purposes) for that resident’s own cur- 
rency; and, as a second and final step toward conversion, they 
would sell the latter currency for dollars. In practice, this way of 
conversion has taken place by way of transferable sterling; dollar 
area residents have sold limited convertible marks for sterling to 
residents of the transferable D-mark account area, and have in turn 
sold the sterling for dollars at a discount, thereby completing the 
conversion into dollars. Therefore, a dollar-area resident, in order 
to achieve conversion, has to take a discount, at least at present, 
whether he sells liberalized capital marks or limited convertible 
marks. It will have been noted from the foregoing that neither way 
of “converting” liberalized capital marks into dollars involves a 
dollar loss to Germany. 

In view of the facts that liberalized capital marks can be trans- 
formed at any time into limited convertible marks but not vice versa, 
and that liberalized capital marks may be invested in Germany 
while limited convertible marks may be not, the rate for liberalized 
capital marks clearly cannot decline below that for limited convert- 
ible marks; actually, liberalized capital marks have been traded to 
date in soft- and hard-currency markets generally at rates slightly 
above those for limited convertible marks. Since neither liberalized 
capital marks nor limited convertible marks can be converted 
directly into dollars (or be credited to freely convertible accounts, 
which would be equivalent to such conversion), they are traded, 
against dollars, in international markets at rates which may differ 
from the official rate. Both categories of marks have been traded 
to date in hard-currency markets, including the New York market, 
at a discount, that for liberalized capital marks being somewhat 
smaller than for limited convertible marks. 

The blocked mark rate, which in January, 1954, had averaged 
about 19 cents (a discount of about 20 per cent), strengthened fur- 
ther in subsequent months, as a result of the new regulations of 
March and September authorizing the direct transfer of blocked 
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balances. The rate averaged in April 22.9 cents (a discount of 4 
per cent), weakened thereafter because expectations that further li- 
beralization moves would follow in rapid succession were frustrated, 
but strengthened considerably as a result of the new regulations of 
mid-September when the liberalized capital mark replaced the 
blocked mark. Blocked marks were last quoted on September 15 at 
about 23.4 cents. Their successor, the liberalized capital mark, has 
been quoted thereafter through the end of 1954 at rates ranging 
between 23.4 and 23.1 cents, the discount having thus narrowed to 


TABLE 1 


ESTIMATED FOREIGN BLOCKED FUNDS IN GERMANY, DECEMBER, 1953 
(in millions of D-marks*) 





Dollar EPU 
Area Area 
Total Only Only 
Investments: 
Acquired prior to July 15, 1931f..... 6,000 1,800 4,200 
Acquired after July 15, 1931, but not out of original 
or acquired blocked mark accounts under postwar 
ER arene Fe ee 2,200 550 1,650 
Acquired out of blocked mark balances under post- 
war authorizations. = year afar ¢ ee 1,500 525 930 
Total investments...... es See 2,875 6,780 
Blocked mark balances: 
cas rates aah ieee 8 Pu he aioe 490 173 240 
Acquired Bit ota alah Sia Care —* 285 62 215 
Total blocked mark balances. ; oor 775 235 455 
Restitution obligations to individualsff. . . a 3,400 2,370 1,020 
Grand total iieceate oot ee 13,875 5,480 8,255 


* The official rate to the dollar is 1 D-mark = $0.238. 
t Rough estimates. 

t Not including obligations to Israel. 

Source: Bank deutscher Lander. 


about 2 to 3 per cent, a very small margin. This is indeed a remark- 
able achievement, considering that the discount on blocked marks 
was as high as 45 per cent at the beginning of the postwar blocked 
mark trade in March 1951. 


7. VOLUME AND COMPOSITION OF BLOCKED FUNDS 


The volume of foreign-owned funds blocked in Germany is of 
considerable magnitude (Table 1), amounting at the end of 1953 to 
some 13.9 billion D-marks (equivalent to 3.3 billion dollars at the 
official rate); they were roughly equivalent to the liabilities settled 
by the London agreement. Of the total, about 70 per cent repre- 
sented investments, about 6 per cent blocked mark balances, and 
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about 24 per cent compensation claims of refugees from the Nazi 
regime.** 

By far the largest amount of foreign-owned funds therefore con- 
sisted of investments (9.7 billion D-marks) of which about 62 per 
cent originated prior to July 15, 1931, when Germany introduced 
foreign exchange controls; about 23 per cent originated after that 
date, presumably chiefly out of blocked mark balances reinvested 
prior to the war; and about 15 per cent consisted of investments 
which were made after the reinvestment of blocked balances had 
been reauthorized in June, 1950. Of the latter investments (1.5 bil- 
lion D-marks), about 80 per cent, were made out of acquired 
balances. 

The blocked funds in the form of investments (about 6 billion 
D-marks) are of great variety, including majority participations in 
German enterprises, portfolio investments in German shares, and 
mark bonds; mortgage loans and other loans in terms of marks; 
and finally, real estate holdings. The investments of countries in 
the dollar area, notably the United States, were comparatively small 
(30 per cent), as compared with those of EPU countries (70 per 
cent). However, the United States investments included such im- 
portant individual direct investments as those by General Motors, 
Standard Oil, Ford, and General Electric. 

Of the total of blocked bank balances (some 770 million D- 
marks), about 58 per cent, were owned by residents of the EPU 
area and about 30 per cent by residents of the dollar area, chiefly 
in the United States (Table 2). In the EPU area, the largest amounts 
were owned by residents of Switzerland or were being registered in 
Swiss names. 

As long as there were no opportunities for a genuine transfer of 
earnings on foreign-owned investments, blocked mark balances rose 
slowly but constantly as a result of the accrued earnings. Moreover, 
blocked balances tended to rise as the result of the liquidation of 
blocked investments by persons who wished a “transfer” of their 
funds by way of the blocked mark trade. In other cases where 
blocked marks had been acquired by residents abroad in order to 
make investments, for example, in German securities, the volume 
of balances rose to the extent that capital gains could be achieved, 
as was often the case; in such cases, liquidation of the security hold- 
ings resulted in a blocked balance larger than the one that was re- 
quired to make the investment. Blocked mark balances, moreover, 


14. These claims are based on a federal law of September 18, 1953, and on earlier 
laws of the German States. 
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arose as a result of the opportunities offered foreign creditors to 
convert credits originally granted in foreign currencies into blocked 
D-mark balances, upon their having reached a voluntary agreement 
with their respective debtors. Restitution and compensation claims 
of refugees have added to the total of blocked balances. Finally, the 
volume of blocked balances has been rising as a result of the lease 
of foreign motion pictures, the sale of foreign journals and news- 
papers, earnings of foreign airlines operating in Germany, inherit- 
ances by residents abroad of German property, maturing insurance 
policies payable to foreign beneficiaries, and other payments. It 
should be noted, however, that these increases in blocked balances 


TABLE 2 


BLOCKED D-MARK BALANCES, DECEMBER, 1953 
(in millions of D-marks*) 


Original Acquired 
Area or Country Total Balances Balances 
Dollar area.. : 234.6 173.3 61.3 
United States only...... ae 164.4 55.7 
EPU area Pade we 454.4 239.9 214.5 
of which: 

Austria ; 24.4 21.7 a2 
France.... ; : = 51.9 45.7 6.2 
Netherlands ; 66.3 23.0 43.3 
Switzerland. . we .- 176.9 47.0 129.9 
United Kingdom. . 57.6 39.1 18.5 
Clearing-agreement countries 43.2 38.0 $.2 
Latin America only. . 20.9 17.8 3.1 
Israel.... eae ; . oe 27.8 aan 
Not broken down. . gi 11.1 10.6 0.5 
Total..... nee 774.3 489 .6 284.7 

* The official rate to the dollar is 1 D-mark = $0.238. 


Source: Bank deutscher Linder Annual Report for 1953. 


were in many cases only of a temporary nature, since the additions 
to the balances were presumably to a large extent reinvested again. 

Data on the development of blocked mark balances are scant 
(Table 3). One may estimate, however, that foreign-owned balances 
with West German banks at the end of the war were of the order 
of magnitude of 1.5 billion to 2 billion reichsmarks. The monetary 
reform of June, 1948, in converting foreign-owned reichsmark bal- 
ances into D-mark balances at the ratio of 10 to 1, greatly reduced 
the amount; and blocked D-mark balances amounted to 170 million 
D-marks at the end of February, 1950, the first date for which a 
figure on such balances is available. They gradually rose thereafter 
to 755 million by the end of September, 1953. The increase by some 
600 million D-marks is of course due to the fact that during this 
period additions to the balances from liquidations of investments 
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and such sources as earnings on investments were only in part ab- 
sorbed by new investment. 

After September, 1953, the development of the balances was in- 
fluenced by the conversion of standstill credits into blocked D-mark 
balances; from September, 1953, when the German Credit Agree- 
ment of 1952 authorizing such conversion became effective, until 
November, 1954, standstill credits were converted to the extent of 
200 million D-marks; but the new balances originating in that way 
appear to have been largely absorbed by investments. Since January, 
1954, the balances have been affected by the regulations authorizing 
the transfer of current earnings (such transfers tend to keep bal- 
ances from rising) and the transfer of certain blocked balances on 


TABLE 3 


DEVELOPMENT OF BLOCKED D-MARK BALANCES 
(in millions of D-marks*) 


Original Acquired 

As or End of Total Balances Balances 
1950—February. . . «ce toe 170.0 

December. . . 259.7 259.7 Ae 
1951—December . 456.0 317.6 138.4 
1952—December . 608.5 423.8 184.7 
1953—March... 677.8 453.1 224.7 

June 747.8 483.0 264.8 

September. . . too-& 498.7 256.7 

December... . Tas 486.3 288 .0 
1954—January : 790.9 494.2 296.7 

February 774.5 474.8 299.7 


March a Ce 464.8 313.6 
Septemberf 573.0 aaa 


* The official rate to the dollar is 1 D-mark = $0.238 


+ Liberalized capital marks. The differentiation of eo Rolenese 
and acquired balances has been dropped as of September 16, 19. 


Source: Bank deutscher Lander, Monthly Reports. 


account with German banks on December 31, 1953 (these transfers 
tend to reduce balances). Quite noticeable was the effect of the more 
sweeping regulations of March and September permitting the trans- 
fer of balances and/or their crediting to limited convertible accounts. 
From March to September, 1954, the balances declined, on balance, 
by about 200 million D-marks, but the September figure of 573 
million presumably does not yet reflect the possible impact of the 
sweeping authorizations of September 15. It can be said with con- 
fidence, however, that only modest use has been made to date of the 
opportunity since March, 1954, to transfer balances directly or to 
have them credited to limited convertible D-mark accounts; the 
potential amount that could have been transferred directly or cred- 
ited to these accounts was obviously much larger. 
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8. ACHIEVEMENTS TO DATE AND OUTLOOK 


German foreign funds controls, introduced in the early thirties 
and maintained thereafter with variations, were liberalized to a con- 
siderable extent subsequent to the London debt agreement. Since 
October, 1953, current earnings on foreign-owned investments have 
become transferable at official rates to all currency areas; and 
blocked balances, including those hereafter originating through the 
liquidation of foreign-owned investments, may be transferred at of- 
ficial rates to residents of the EPU and bilateral-clearing countries, 
or they may be used by such residents to pay for their imports of 
goods and services from Germany. To date, no direct conversion of 
such balances (and investments) into dollars has been authorized, 
but there can be no doubt that Germany, barring setbacks in her 
international economic position, expects to make further progress 
toward full non-resident convertibility in the capital sector. 

For any country, the existence of large foreign investments, es- 
pecially in the form of short-term funds such as bank balances, is 
a potential threat to maintaining convertibility; or if its currency 
is not yet convertible, or is only partly so, such investments represent 
a roadblock to fuller convertibility. If such funds were rapidly with- 
drawn, existing foreign exchange reserves might soon be exhausted. 
Germany in recent years has greatly improved her international 
position in this respect, both by strengthening her gold and foreign 
exchange position and by restoring confidence. Running balance-of- 
payments surpluses with all areas, in particular the EPU area, she 
has built up a large gold and foreign exchange reserve, to which she 
is still currently adding, if at a declining rate. She has taken ad- 
vantage of her strengthening position, not only by liberalizing her 
imports to a high degree (i.e., freeing them from quota restrictions) 
but also by authorizing transfers in the capital sector; she has been 
prompted thereto by the desire to restore her international credit, 
to reduce her balance-of-payments surpluses, which have become 
embarrassingly high in recent years and may exert inflationary pres- 
sures, and to lessen the potential threat that her large foreign in- 
debtedness poses to her exchange position. 

A few years ago, the threat of wholesale capital repatriation as 
well as of capital flight was believed to be very real. But owing to 
an improvement of the investment climate in Germany, and in par- 
ticular to the German liberalization policy in the capital sector, the 
situation has radically changed. The declining discount on blocked 
balances, which accompanied Germany’s liberalization moves in 
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that sector, appears to have induced foreign owners of balances and 
investments to postpone or, better, renounce repatriation, in the ex- 
pectation of even higher rates. Even those owners who liquidated 
their investments and sold their balances found, to a considerable 
extent, ready buyers for their blocked marks in other investors. 
Moreover, the narrowing of the discount presumably removed the 
pressure to transfer funds by illegal means. As long as the discount 
was high and a transfer was possible only by way of the blocked 
mark trade, the temptation must have been great to transfer funds 
by illegal means, say by overinvoicing imports or by underinvoicing 
exports, involving respectively a drain on foreign exchange reserves 
or the foregoing of exchange receipts.** However, with transfers at 
the official rates having been authorized, and with the rate for 
blocked marks (or liberalized capital marks) approaching parity, 
the pressure to transfer funds, whether by illegal or legal means, 
appears to have subsided considerably. Of great importance is the 
consideration that the desire to repatriate funds is strong so long 
as repatriation of foreign-owned funds is impossible, but weakens if 
repatriation is permitted. 

Germany’s liberalization policy in the capital sector thus has it- 
self greatly improved the climate for existing foreign investment in 
Germany. In addition, there have been a number of other factors of 
a general nature that have acted as incentives for the tying of for- 
eign-owned funds more strongly to the Germany economy: stable 
political conditions; a prosperous economy and rising stock market 
prices; a level of interest rates considerably higher than, for ex- 
ample, in Switzerland and the United States; and the broad range 
of investment opportunities offered to owners of foreign funds. Such 
factors have helped to create a favorable environment for existing 
foreign investment and, by the same token, have lessened the desire 
to repatriate funds. There have been, moreover, a number of special 
conditions that have operated in Germany’s favor: A large propor- 
tion of the assets blocked in Germany consists of direct and other 
long-term investments to which their owners may wish to hold on, 
not only because of the foregoing reasons but also because such 
investors may find it difficult to liquidate these assets (i.e., turn 
them over at favorable prices into German hands), and/or have 
long written them off (if they were liquidated and the proceeds trans- 

15. There appears to be evidence that considerable illegal transfers have taken place 
According to an estimate of a high official in the German Federal Ministry of Finance, 
about 60 per cent of the 265 million blocked marks authorized for reinvestment in the 


period April, 1951, through March, 1952, have been transferred illegally. See Handels- 
blatt (July 18, 1952). 
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ferred, high taxes would have to be paid on the resulting book prof- 
its). Finally, exchange control measures of some of Germany’s most 
important creditor nations have tended to hamper capital with- 
drawals. Switzerland, in order not to increase further her already 
excessive creditor position vis-a-vis the EPU, has authorized the 
transfer of Swiss-owned balances only in exceptional cases when 
hardship can be proved. The United Kingdom, on the other hand, 
after Germany had authorized the crediting of liberalized capital 
marks to limited convertible accounts, directed sterling area resi- 
dents to request such a transformation of balances and to sell the 
resulting limited convertible marks in the official exchange market. 
The Swiss and British regulations have presumably made capital 
withdrawals difficult or unattractive, respectively. 

Far from being at present a typical “capital flight country,” Ger- 
many seems to be able not only to keep existing foreign investment 
funds, but also to attract mew ones, her current balance of payments 
surpluses being regarded, at least in some quarters, as due to an 
inflow of funds (increased commercial credits, capital repatriations, 
etc.). It is encouraging that such large American corporations as 
Ford and General Motors reportedly expect to increase greatly their 
investments in Germany in the next years. 

Germany, on the other hand, does not appear to be interested, at 
least at present, in new investment stemming from an influx of new 
foreign exchange, but only in “new” foreign investment that is fi- 
nanced out of current earnings or out of already existing investment 
funds (liberalized capital marks). This attitude is prompted by her 
desire: (1) to avoid building up additional foreign indebtedness, 
which might create new balance-of-payments problems; (2) to avoid 
increasing further her already high balance-of-payments surpluses; 
(3) to tie up existing funds (liberalized capital marks) in invest- 
ments of a more or less long-term nature; and (4) to raise even 
further the rate for liberalized capital marks by increasing the de- 
mand for them. 

Germany has already made great progress toward a final solution 
of the blocked mark problem, and there is but little still to be done 
in order to solve it completely. At present, it will be recalled, the 
foreign owner of investments in Germany may transfer at the of- 
ficial rates the liquidation proceeds of his investments into the cur- 
rencies of any of the EPU and clearing-agreement countries. How- 
ever, in order to achieve the complete solution of the blocked 
investment and blocked mark problem, Germany would have still 
to authorize the conversion of liquidation proceeds of investments 
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into dollars. Technically, this could be done by authorizing the trans- 
fer of liberalized capital marks, to the extent that they are owned 
by dollar-area residents, to freely convertible accounts. This, how- 
ever, might involve a drain of unforeseeable magnitude on Ger- 
many’s dollar reserves: Germany might be subjected to conversions 
not only by dollar-area residents, but also by residents of the trans- 
ferable D-mark account area who might sell their liberalized capital 
marks to residents of the dollar area and in that way convert their 
balances into dollars. 

The problem would be solved automatically, without costing Ger- 
many any dollars at all, if the rate of the liberalized capital mark 
were to rise above that of the freely convertible mark. As already 
indicated, the rate for liberalized capital marks cannot decline below 
that for limited convertible marks since they can always be trans- 
ferred to limited convertible accounts. However, since liberalized 
capital marks are not transferable to freely convertible accounts or 
vice versa, the rate for freely convertible marks does not provide 
either a floor or a ceiling for the liberalized capital mark rate. To 
date liberalized capital marks have been traded at a small discount 
from the rate for freely convertible marks. However, German for- 
eign exchange policy, as indicated above, has been directed toward 
keeping the supply of liberalized capital marks small relative to 
demand. Eventually their supply in international markets will shrink 
to the extent that such marks have been transferred directly or have 
been credited to limited convertible accounts; their supply will 
shrink, moreover, the more such marks have been tied up in the 
form of investments or have been spent by their owners, for ex- 
ample, for tourist expenditures. If the demand for liberalized capital 
marks for investment purposes were to exceed considerably the 
supply from the liquidation of investments and other sources, the 
rate for liberalized capital marks could very well rise above that of 
the freely convertible mark. If the rate for liberalized capital marks 
should go to a premium in hard-currency markets, convertibility 
into dollars at the official rate, at present unavailable, could then be 
offered all holders of liberalized capital marks more or less as a 
formality; under such circumstances holders of such marks would 
“transfer” their balances into dollars by way of the international 
trade in liberalized capital marks at a premium, rather than by re- 
quiring conversion into dollars at the official rate. If this were to 
happen, the blocked mark problem could be considered as solved, 
since no “transfer” of liberalized capital marks would involve a dol- 
lar loss to the Germany economy. 





THE USE OF JUNIOR MORTGAGES IN 
REAL ESTATE FINANCING 


Frep E. Case 
University of California, Los Angeles 


ONE OF THE REASONS advanced for the collapse of real estate mort- 
gage markets and the lack of sound development of home ownership 
in the early thirties was the excessive and improper use of second 
mortgage financing during the twenties.’ Second mortgages often 
represented 25 to 30 per cent of the total cost of the home, carried 
interest rates as high as 10 per cent, and usually could not be ob- 
tained without payment of a substantial commission.” As late as 
January 1, 1934, a survey of owner-occupied properties in fifty-two 
cities showed that second and third mortgages equaled 8.7 per cent 
of the number and 4.4 per cent of the value of first mortgages.* Sec- 
ond mortgages did not appear to be used in substantial numbers or 
volume after this period until the close of World War II. 

In spite of the increase in second mortgages in the postwar period, 
the literature on mortgage financing has not concerned itself with 
junior mortgage financing.* Lenders themselves had little experience 
with the use of junior mortgages after the early thirties. 

In 1950 the Census of Housing reported that the existing 823,981 
junior mortgages on residential properties represented an outstand- 
ing debt of $1.5 billion.” The recent increase in the number and 

1. President’s Conference on Home Building and Home Ownership, edited by 


John W. Gries and James Ford, Vol. 2, “Home Finance and Taxation” (Washington: 
1932), pp. 9, 28. 


2. Peter A. Stone and R. Harold Denton, Toward More Housing, Temporary Na- 
tional Economic Commission, No. 8 (Washington: 1940), p. 79. 


3. David L. Wickens, Residential Real Estate (New York: The National Bureau, 
1941), Table D 15, p. 226, and Table D 16, p. 228. 


4. Ernest M. Fisher, Urban Real Estate Markets: Characteristics and Financing 
(New York: National Bureau of Economic Research, 1951) ; H. H. Pease and Homer V. 
Cherrington, Mortgage Banking (New York. McGraw-Hill, 1953). Home Mortgage 
Lending (New York: American Institute of Banking, 1946). These books are repre- 
sentative of the literature in the field of mortgage banking, but only one of them 
mentions second mortgages. 

Stanley L. Michael and Paul T. O’Keefe, Howe To Finance Real Estate (New York: 
Prentice-Hall, 1953) and Henry Hoagland, Real Estate Finance (New York: Irwin 
Co., 1954) are more recent publications. Each limits its discusson of junior financing 
to a single chapter of limited content. 


5. U.S. Bureau of the Census, 1950 Census of Housing (Washington, D.C.: Govern- 
ment Printing Office, 1950), Vol. IV, “Residential Financing.” All data on junior 
financing contained in this article are based on the 1950 Census of Housing unless 
otherwise indicated. 
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amounts of junior mortgages indicates the need for close study and 
analysis of junior mortgage financing in order to determine whether 
mortgage market conditions, similar to those which existed in the 
nineteen twenties and thirties, are again being created. Some signif- 
icant questions concerning junior mortgage financing in the postwar 
period are raised: 

1. What are the basic characteristics of junior mortgage financing? 

2. Was the use of junior mortgage financing characteristic only of 
the period during which the census was taken or was it indicative 
of a developing trend? 

3.Is there any pattern apparent in junior mortgage financing 
which might suggest problems or principles of interest to mortgage 
lenders? 

From the available evidence it is possible to formulate only lim- 
ited answers to these questions. Moreover, the individualistic char- 
acter of regional mortgage markets does not permit generalization 
of the findings until studies on local mortgage market financing 
practices have been completed. On the other hand, the almost com- 
plete lack of information on a phase of mortgage lending involving 
hundreds of thousands of mortgages and billions of dollars suggests 
the need for analyzing the important issues. 


NATURE AND TYPES OF JUNIOR MorTGAGES 


Junior mortgages are instruments used to pledge real property as 
security for a debt. They are called “junior” because their priority 
of lien in case of foreclosure is junior to any previously recorded 
private lien. The overwhelming majority of such instruments are 
second mortgages. In 1950, of a total of 718,608 junior mortgages 
on owner-occupied residential properties only 13,300 were not sec- 
ond mortgages.® Since the number of junior mortgages which may 
be placed on a property has no legal limit, it has in some cases been 
as high as five. 

Junior mortgages are used most often with a first mortgage in the 
purchase of owner-occupied single-family dwellings. Typically, most 
junior mortgages arise because the seller of a home takes back a 
second mortgage as part of the selling price. Junior mortgages may 
also be used whenever properties, already encumbered by a first 
mortgage, are pledged as security for additional borrowing. This 
generalization is supported by data from the 1950 tables indicating 
that the majority of junior mortgages originated as liens on single- 


6. Idem. 








———————— 
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family, owner-occupied residential dwelling units.’ Only 9 per cent 
of properties with one dwelling unit were encumbered with more 
than one mortgage. 

The date of origination of the majority of junior mortgages sug- 
gests that the use of second mortgages in home purchases received 
an impetus from provisions of the Veterans’ Benefit laws permitting 
the Veterans’ Administration to guarantee repayment of a second 
mortgage used in connection with a first mortgage insured by the 
Federal Housing Authority.* By 1950, when the loans under the 


TABLE 1 


CHARACTERISTICS OF TYPICAL (MODAL) CONVENTIONAL SECOND MORTGAGES 
OWNER-OCCUPIED PROPERTIES 


Characteristic Description Number Value 
Authorization. . . + fully amortized . (000 omitted) 
424 , 899 
Year made or assumed... ‘ 1949 138 ,080 240,144 
Term.... a ae 5-9 years 128 ,369 ™ 
Current status. . ; ahead or up-to-date 333 ,036 541,235 
in payments 

Interest rate. . 5.6-6.0 per cent 198 ,738 311,217 
Manner mortgage acquired by aed 

ent holder. . . originated 353 ,867 563 , 301 
Loan size. . . less than $2,000 239 , 337 192,155 
Outstanding debt less than $2,000 284 , 640 257 ,709 
Frequency of interest pay ment. .. monthly 289 ,061 7 
Frequency of principal payment.. monthly 297 ,619 ° 
Type of mortgage holder. . individual 283 , 206 x 


* Data not reported 
Source: U.S. Bureau of the Census, 1950 Census of Housing, Vol. 1V. 


provisions of this legislation were discontinued, the VA had guaran- 
teed 309,204 second mortgages. Second mortgages are also found 
with conventional first mortgages and FHA-insured first mortgages. 

An analysis of the characteristics and uses of junior mortgages 
is initially made from a study of the conventional junior mortgages 
placed on owner-occupied properties (Table 2). This involves a 
study of 409,286 junior mortgages with an outstanding debt of 
$659,803,000. Since FHA lending terms tend to limit the use of sec- 
ond mortgages in connection with FHA-insured loans,® more than 


7. See Table 1. 


8. FHA-VA combined loans were permitted under Section 505 of the VA home-lend- 
ing program, but were discontinued in the latter part of 1950. Other combinations of 
first and second mortgages listed in the 1950 Census included: (1) conventional second 
mortgages. (2) FHA insured first mortgages and conventional second mortgages; (3) 
VA-guaranteed or insured first mortgages and conventional second mortgages. The latter 
three types of junior mortgage financing are still available. Approximately half of the 
junior mortgages reported in the 1950 Census of Housing were VA-guaranteed. 


9. A second mortgage is not permitted at the time an FHA first mortgage is made. 
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half of the conventional junior mortgages, 255,319, occurred with 
conventional first mortgages on owner-occupied single-family homes. 

Second mortgages guaranteed by the VA are excluded because 
their use and terms were closely circumscribed by law, and because 
the special attributes created by the guaranty limit the universality 
of such an analysis. These mortgages totaled 309,204 with an out- 
standing debt of $403,411,000. Also excluded are approximately 
105,000 junior mortgages, with an outstanding debt of approximate- 
ly $400,000, existing as liens on multi-unit properties. These prop- 
erties are all rental units purchased not only for owner-occupancy 


TABLE 2 


NUMBER AND AMOUNTS OF FIRST MORTGAGES WITH JUNIOR 
MORTGAGES ON OWNER-OCCUPIED PROPERTIES 


Value 
Number (in thousands) 

Total first mortgages 8 , 287 ,356 $32 ,689 ,945 
With no second mortgage : 7,582,701 29 034,741 
With second mortgage ; 705 , 298 3,656,516 
Government insured first mortgages 

FHA with VA guaranteed second 309 324 $ 2,018,795 

FHA with VA conventional second 29 ,369 172,016 
VA with conventional second 37,215 212,405 
Conventional first mortgage with 

conventional second mortgage 329 , 390 $ 1,253,300 
Junior mortgages on owner-occupied prop- 

erties. . 718 ,608 $ 1,063,264 
VA guaranteed 309 , 336 $ 403,463 
Conventional 409 , 286 659 , 803 

* Data not reported 

Source: U.S. Bureau of the Census, 1950 Census of Housing, Vol. IV 


but also for investment. Junior mortgages on rental properties are 
not included in this analysis because the financing of such properties 
involves a market different from the single-family market. 


CHARACTERISTICS OF CONVENTIONAL JUNIOR MORTGAGES 


Conventional junior mortgages existing as liens on owner-occupied 
residential properties in the United States in 1950 were typically 
small loans at high rates of interest to be repaid in a relatively short 
period of time (Table 1). The most common type was a loan of less 
than $2,000 with an interest rate between 5.6 and 6.0 per cent. Such 
mortgages were most often made in 1949, and the majority were to 
be amortized completely in five to nine years. The loan terms usual- 
ly provided for full amortization of principal and interest. The typi- 
cal loan was held continuously by the originator of the loan, usually 
an individual. Delinquency in payments was infrequent, with pay- 
ments on the great majority of loans ahead of schedule or up-to-date. 
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The highest average original debt of $1,700 per mortgage occurred 
in 1949-50, and the lowest average of $900 in 1942 and 1945. The 
average debt for mortgages made in 1941 or earlier was $1,300. The 
small increase in average size of mortgage debt between 1941 and 
1950 contrasts with the sharp increase in property values which 
followed World War II. The better income and savings positions of 
the typical home purchaser and more liberal federal housing pro- 
grams after the war partly explain the lack of need for larger loans. 
Almost all the mortgages were made for amounts of $5,999 or less. 
The five leading second loan sizes are shown in Table 3. 


TABLE 3 
MORTGAGE VOLUME BY LOAN SIZE 


Dollar Amount of 








Size Class Mortgage Loans Per cent 

Under $2,000. . $192, 155,000 32-2 
$2 ,000— 2,999 175,090,000 29.4 
3,000— 3,999. 114,048 ,000 19.1 

4,000- 4,999... 68 , 193 ,000 11.4 

§,000- 5§,999....... s 47 ,031 ,000 7.9 

$596 , 517,000 100.0 


* Source: U.S. Bureau of the Census, 1950 Census of Housing, Vol. IV. 


TABLE 4 


NUMBER AND VALUE OF FULLY AMORTIZED JUNIOR 
MORTGAGES BY LENGTH OF LOAN 


Length of Loan Number Percentage Value Percentage 
Less than 5 years. 63 ,932 22.4 $ 43,214,000 17.1 
5- 9 years. . 100,211 35.6 82,712,000 32.8 
10-14 years 79 ,313 28.2 72,538,000 28.7 
15-19 years....... ‘ 24,247 8.6 32,087 ,000 12.7 
20 years or more......... 13,561 4.8 21,945 ,000 8.7 
281 , 264 100.0 $252,496 ,000 100.0 


Approximately 75 per cent of the junior mortgages on owner- 
occupied properties were fully amortized. More than half the amor- 
tized mortgages, 164,143, were to be amortized in less than ten years 
(Table 4). The largest dollar volume, however, was to be amortized 
in ten years or more. Only 37,040 of the junior mortgages were to 
be paid on demand, the remainder calling for a variety of methods 
of repayment. The five most important amortization terms, accord- 
ing to the number and value of junior mortgages involved, are shown 
in Table 4. 

Interest rates on junior mortgages were reported only for the 
period after 1942. The median rate was 5.5 per cent for the period 
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1942-45 and 6.0 per cent for the period 1946-50. Interest rates on 
the majority of mortgages were not unusually high in view of the 
risks usually associated with second mortgage financing. Interest 
rates for one-half, or 205,690, of the mortgages ranged between 5.1 
and 6.0 per cent, and for another 107,064 mortgages ranged between 
4.6 and 5.0 per cent.’® For only 18,239 of the mortgages were the 
interest rates 6.1 per cent or higher. These rates of interest compared 
favorably with the rates reported for conventional first mortgages. 
Since most conventional junior mortgages were used with conven- 
tional first mortgages, the similarity of first and second mortgage 
interest rates cannot be explained by reduction of risk from the 
insuring or guaranteeing of prior liens. 

The majority of creditors holding second mortgages in 1950 had 


TABLE 5 

NUMBER AND VALUE OF JUNIOR MORTGAGES HELD BY VARIOUS TYPES OF LENDERS 
Number of Percent- Value of Mortgages Percent 
Mortgages age of Held (thousands age of 
Held Total dollars) Total 
Individuals. . 283 , 206 69.20 $451,590 72.86 
Savings and loan assn. i 39 453 9.63 43 ,604 7.04 

Commercial banks and trust com- 
panies ; 36,532 8.93 51,151 8.25 
Other 29 , 686 7.25 43,816 7.07 
Mutual savings banks 9,944 2.43 10,181 1.64 
Mortgage companies 6,707 1.64 9,702 1.57 
Life insurance companies 3,758 .92 9,759 1.57 
Total 409 286 100 .00 $619 , 803 100.00 

Source: U.S. Bureau of the Census, 1950 Census of Housing, Vol. IV 


originated them. Individuals held more junior mortgages than all 
other lenders, and the value of these mortgages was greater than the 
value of those hold by all other lenders (Table 5). The preponder- 
ance of individuals, probably inexperienced or unacquainted with 
real estate financing rates, may account for the small difference in 
interest rates between first and junior conventional mortgages. 

Very few of the junior mortgages were delinquent or in the proc- 
ess of foreclosure. Payments were ahead of schedule or up-to-date 
on 333,036 loans, while there were only 1,932 delinquent loans in 

10. Contract interest rates on second mortgages frequently do not reflect actual in 
terest rates because the lender often sells the second mortgage at a substantial discount 
The buyers of discounted second mortgages are usually experienced investors who make 
a regular practice of investing in such paper. In Los Angeles, California, a survey among 
mortgage brokers in 1953 indicated that discounts ranged from a low of 20 per cent to 
a high of 50 per cent. The majority of second mortgages reported in the 1950 Census 


were purchase money second trust deeds; therefore, it is possible that the holders had 
no immediate need for cash and could have retained the mortgages. 
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the process of foreclosure. The percentage of delinquent junior mort- 
gages was double that of delinquent first mortgages. 


STATUS OF PROPERTIES HAVING JUNIOR MORTGAGES 


Less than 5 per cent of owner-occupied properties of two or more 
structures were encumbered by conventional junior mortgages. The 
majority of single-family homes carrying junior mortgages were 
built in 1929 or earlier, but purchased in the postwar period. Almost 
one-half, or 181,270, of the conventional junior mortgages were em- 
ployed for the purchase of structures built in 1929 or earlier. This 
total was greater than the total for all conventional junior mortgages 
on postwar-built homes. 

The influence of government guaranteed and insured loans was 
evident in the ranking of purchase prices of homes on which con- 
ventional junior mortgages were used. The median purchase price 
of properties with junior mortgages was under $10,000. The median 
purchase price of homes with FHA-conventional mortgage combina- 
tions was $9,300, with VA-conventional combinations, $7,900, and 
conventional first mortgages with conventional junior mortgages, 
also $7,900. The majority of homes purchased with the use of junior 
mortgages were in the $6,000—6,999 price bracket, and almost half 
were in the $5,000-$14,999 bracket. A similar analysis based on 
owner estimates of market prices showed almost the same pattern. 


THE Use oF JUNIOR MortTGAGEs IN Los ANGELES CoUNTY 
FOR THE PERIOD FROM JANUARY, 1952, 
TO JUNE 30, 1953 


1. A comparison of junior mortgage financing in Los Angeles, 
California, and the United States in 1950 indicates that the mort- 
gage financing practices for the two areas were reasonably compa- 
rable at that time. 

2. In an effort to determine whether junior mortgage financing 
was increasing, a survey was made of the use of junior mortgages 
in Los Angeles County during an eighteen-month period ending 
June 30, 1953. 

3. The sample taken was not intended to be representative of jun- 
ior mortgage financing in the United States, but because the Los 
Angeles area is one of the most active real estate markets in the 
country, it has an appreciable influence on national totals and hence 
provides some useful clues.” 


11. Deeds recorded in Los Angeles County in 1953 totaled 224,370; residential build- 
ing permits, 84,853; real estate loans recorded, 225,131, with a value of $1.9 billion. 
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The number of junior mortgages recorded in Los Angeles County 
in the selected period increased at a rate greater than the rate for 
all trust deeds.’* The index of activity for 1953, with 1952 as the 
base year, indicates that junior instruments recorded increased 45 
per cent in amount and 29 per cent in number. The proportionately 
greater increase in dollar amount than in number suggests that the 
size of the average second mortgage was increasing. The total num- 
ber and value of junior mortgages were approximately 10 per cent 
of the number and value of first mortgages recorded in the same 
period. 

An estimate of mean values indicates a range of $2,601 to $3,089. 
This compares reasonably well with the 1950 median value of $2,200 
for conventional second mortgages. The sample data from which the 
1952-53 mean values were computed, in so far as could be ascer- 
tained, did not contain extremes in amounts for second mort- 
gages; therefore, the mean and median values may be reasonably 
comparable. 

It is especially significant that the number and amount of second 
mortgages, as a percentage of all mortgages recorded, were increas- 
ing so rapidly that the percentage relationships were closely similar 
to and sometimes exceeded those in the 1950 Census. All the junior 
mortgages recorded in 1952 and 1953 in Los Angeles County were 
conventional junior loans. Termination of the VA-guaranteed sec- 
ond mortgages did not cause a decrease in total second mortgage 
financing. 

The reasons for the increase of conventional junior instruments 
after the termination of the FHA-VA lending program can be partly 
explained by an analysis of the properties on which the conventional 
junior loans were made. These properties were most frequently new, 
mass-produced, low-cost, single-family homes, with selling prices 
averaging less than $15,000. Individuals and others supplied the 
bulk of the funds for these junior mortgages; however, each month’s 
recordings listed an increasing number of builders and contractors 
as mortgagees. In 1950 such homes had typically been purchased 
with the assistance of an FHA-VA combined loan. Equally signif- 
icant was the fact that few if any junior instruments were used to 
finance the sale of older higher-priced properties located in older, 
stable neighborhoods. 

12. Average number of junior mortgages recorded per month for Los Angeles County 


was 3,200 with a value of $9.7 million. In the first six months of 1953 the monthly 
average rose to approximately 5,000 with a value estimated at $14.5 million. 
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SUMMARY OF THE CHARAC7ERISTICS OF JUNIOR 
MortTGAGE FINANCING 


The information on junior mortgage financing obtained from the 
analyses of 1950 Census data and the Los Angeles County sampling 
provide a basis for listing the general characteristics of this type 
of mortgage financing. These analyses must be accepted with some 
reservations because of the unusual conditions surrounding mort- 
gage financing in the postwar period and because of the lack of 
representativeness for the United States of the Los Angeles County 
survey. Further study is required to determine the manner in which 
these limitations affected the following list of characteristics of jun- 
ior mortgage financing: 


1. Conventional junior mortgages were used mosi often for the 
purchase of single-family, owner-occupied homes, and were appar- 
ently a form of purchase money mortgage. This use represents a 
transfer of credit rather than of funds. 

2. In terms of either number or amount, junior mortgages did not 
represent a significant proportion of mortgage financing. 

3. The conventional junior mortgage was typically short-term, 
fully amortized, made for amounts of $2,000 or less, with an average 
interest rate of 6.0 per cent. 

4. Repayment records on junior mortgages were excellent, al- 
though the rates of delinquency was higher than for conventional 
first mortgages. 


IMPLICATIONS OF CONVENTIONAL JUNIOR 
MortTcGAGE FINANCING 


The implications of junior mortgage financing for the holders of 
first mortgages and for mortgage lenders have been discussed only 
briefly and inadequately in the current literature on mortgage fi- 
nancing. The study of junior mortgage financing raises some in- 
teresting questions which lenders may wish to consider in connection 
with their own financing practices. 

1. Does the existence of junior mortgage financing and its increas- 
ing use indicate a weakening real estate market?—As one of its more 
important findings, President Hoover’s housing conference reported 
that the improper use of junior mortgages had weakened the real 
estate markets in the 1920’s.’* As a result, the FHA housing program 
was introduced with higher loan to value ratios as a means of elimi- 


13. Gries and Ford, op. cit., pp. 9 and 39. 
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nating the use of second mortgages. In addition, FHA lending reg- 
ulations prohibited the use of second mortgages as a part of the 
original FHA-insured loan transaction. 

The similarity of the rates of increase in the use of second mort- 
gages and in real estate market activity for the period 1946-50 has 
interesting implications. Some increase in second mortgages should 
be expected when the number of real estate transactions increases. 
However, the increase of second mortgages may indicate that the 
real estate market could not have reached such high levels without 
the existence of second mortgage financing. Two other crucial ques- 
tions are raised. Did the increase in junior mortgage financing re- 
flect the willingness of owners to accept the greater risks of fore- 
closure associated with junior mortgages in order to sell their 
properties for the higher prices prevailing in the markets? Did the 
number and value of junior mortgages represent the number of 
borrowers unable to enter the real estate market unless they could 
obtain financing beyond that available to the majority of bor- 
rowers?** 

The use of junior mortgages may also indirectly measure the 
amount of cash resources available for home purchases. As cash re- 
sources decline, the use of junior mortgages may be expected to in- 
crease. The limited equities of borrowers and their consequent mini- 
mum interest in the properties they purchase with small cash pay- 
ments increase the lending risk. Some lenders may be willing to ac- 
cept those risks in order to increase their lending income because 
they expect rising home prices to prevent losses in case of forced 
sales. The acceptance of such borrowers in increasing numbers sug- 
gests that part of the increasing demand for homes can be main- 
tained only if marginal risk borrowers can be accommodated. 

2. Will the use of junior mortgage financing weaken the mortgage 
market?—The majority of junior mortgages in the 1950 census, as 
well as in Los Angeles County, were held by individuals who had 
sold their homes. Such persons, if unable to sustain a heavy loss on 
delinquent payments, might force both the first and second loans 
into foreclosure. These individuals are typically unacquainted with 
real estate markets and would be willing to gamble on recovering 
at least part of their investment at a foreclosure sale. An increasing 
number of such foreclosures might provide an impetus toward tight- 

14. Mortgage bankers usually prefer to establish a loan to value ratio of approximately 
60 per cent on conventional first loans. Institutional lenders are usually limited to a ratio 


of 60 to 80 per cent. See R. H. Pease and V. H. Cherrington, Mortgage Banking (New 
York: Prentice-Hall, 1953), chapters 12 and 13. 
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ened mortgage credit and more stringent lending terms at a time 
when the reverse would be needed in order to sustain satisfactory 
levels of real estate market activity. 

Delinquencies on the part of borrowers using junior mortgages 
may be expected to increase as employment and income decline be- 
cause of the higher financial obligations accompanying junior mort- 
gage financing. These higher mortgage payments may become so 
burdensome that borrowers will choose delinquency in preference to 
the extra effort needed to meet the obligations. More delinquencies 
among borrowers using second mortgages must be expected because 
first mortgage loan terms represent the experienced judgment of in- 
stitutional lenders on the maximum amounts borrowers can suc- 
cessfully repay. Second mortgage holders lack the background for 
making such judgments and thus may unknowingly encourage an 
increasing amount of unwise mortgage financing. 

3. Does the use of junior mortgages indicate that builders are an- 
ticipating a decline in construction or that they are meeting resist- 
ance in the sale of homes?—The survey of second mortgage financ- 
ing in Los Angeles County permitted an analysis of the types of in- 
dividuals who advance funds for such financing. The increasing num- 
ber of builders and contractors accepting second trust deeds on re- 
cently completed omes was the most significant fact arising from 
the analysis, because builders usually have limited capital and pre- 
fer to recover as much cash as possible when selling new homes. 
There are two possible interpretations of this trend. One implication 
is that builders anticipate a slackening in the demand for new homes 
and seek continuing income by accepting junior mortgages in part 
payment. The second implication is that builders, in order to main- 
tain their profits in the face of decreasing demand for new homes, 
accept second mortgages instead of cutting prices so as to accom- 
modate buyers with lower down payments.’® 

4. Is consumer resistance increasing in the housing market?—The 
introduction of amortized mortgages and higher loan ratios has en- 
couraged home buyers to place more emphasis on down payments 
and monthly payments than on total house prices. Lenders have 
shown a tendency to supply first mortgage funds on a conservative 

15. At the time of the 1952-53 survey in Los Angeles some of the builders were con- 
tracted for the purpose of determining the reasons for accepting second mortgages on 
new homes. In a very few cases second mortgages were being used because the homes 
could not otherwise be sold. These homes were often in poor locations or were smaller 
than competitive houses. Most of the builders indicated that second mortgages were not 
used to avoid price cutting, but rather as a means of moving out of a high-income tax 


bracket and spreading income over a number of years, thus reducing taxes by spreading 
tax liability over a number of years and also guaranteeing income over later years. 
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basis even when prices are rising.’® If lenders continue to supply 
first mortgage funds on too conservative a basis, perhaps more sec- 
ond mortgages for larger amounts are needed in order to encourage 
continued home buying. Under these circumstances junior mortgage 
financing would be an acceptable and necessary part of financing 
practices in periods of high-level real estate market activity. 

5. Do present lending policies provide lenders with the maximum 
opportunities for profits?—The fact that the great majority of 
junior mortgages were being repaid on or ahead of schedule in 1950 
indicates the ability of borrowers to repay greater amounts than 
lenders were willing to provide on first mortgages. Lenders might 
increase their loan profits by increasing the amounts they will lend 
on an individual house. Lenders typically lend the maximum per- 
centage permitted under the law but appraise the homes below the 
sales prices. A loan to value ratio of 50 to 60 per cent or less, as now 
found on most loans, provides a margin for refinancing in case of 
borrower distress which is more than sufficient for all except extreme 
market conditions. Lenders are not only losing opportunities for 
greater returns but also are creating greater risks for themselves by 
forcing borrowers to use second mortgages. Closer borrower and 
property analysis might reduce such risks and permit larger first 
loans. 

In cases where the first loan has been paid below the original loan 
to value ratio, lenders could refinance the entire purchase and incor- 
porate the second mortgage into a single first mortgage. Lending 
profits would be increased and risks of junior financing eliminated. 

6. Does the greater use of junior mortgages with conventional 
loans provide a means of insuring the repayment of the first mort- 
gage?—-Some lenders argue that second mortgages insure against 
delinquencies because second mortgage holders may pay off amounts 
due on the first lien in order to protect the value of the second lien. 
The survey of second-mortgage financing indicates that the majori- 
ty of second mortgages represented an extension of credit rather 
than an outlay of funds; therefore, persons granting purchase- 
money second mortgages may not be able or willing to protect their 
interests in case of default on the first mortgages. In these cases the 
second mortgage adds to the risk of borrower failure on the first 
mortgage and does not provide insurance against loss. 

7. Should FHA lending policies on holder homes be reviewed?— 
The greatest number of junior mortgages occurred in connection 


16. U.S. Bureau of the Census, op. cit., Table 5. 
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with conventional loans to finance the purchase of older properties. 
FHA loans, which may also be used to finance the purchase of older 
homes, were rarely used for this purpose. Buyers of older homes 
were apparently being deprived of the opportunity of securing the 
more favorable financing associated with FHA insured loans. If the 
lack of FHA loans for older homes reflects an FHA policy of favor- 
ing new homes over old, the buyers of older homes will benefit from 
revision of such a policy." 


CoNCLUSIONS 


The lack of attention to junior mortgages in financing literature 
may result from the fact that, according to the 1950 Census, junior 
mortgage financing in Los Angeles County showed a similar tend- 
gage financing. Unfortunately, the 1950 Census is limited to report- 
ing the characteristics of mortgages in use in only a single year. The 
Census did show that these mortgages were originated in sharply in- 
creasing amounts and numbers after 1946. The survey of junior 
mortgage financing in Los Angeles County showed a similar tend- 
ency. The data indicate that junior mortgage financing may partly 
explain the maintenance of postwar housing demand at very high 
levels. 

The characteristics of junior mortgages suggest that junior mort- 
gage financing may be encouraging an increasing number of mar- 
ginal home buyers to enter the markets. The terms under which 
these borrowers secured junior financing may also be the prelude to 
increasing foreclosures and greater lending losses. On the other hand, 
junior mortgage financing may be one of the factors necessary to 
the maintenance of high levels of real estate market activities. 

Although this limited analysis does not answer these questions, it 
does provide perspective on the nature and scope of the problem of 
junior mortgage financing. The basic characteristics of junior mort- 
gage financing are known for a specific period of market activity. 
The pattern of junior mortgage lending suggests a number of ques- 
tions of interest and importance to all mortgage lenders. The full 
implications of junior mortgage financing cannot be explored until 
further studies are completed on (1) the degree to which junior 
financing may be an explanation of sustained real estate market ac- 
tivity in other parts of the nation; (2) the rate at which junior finan- 

17. Recognition of the need for extending the benefits of the FHA program to used 


homes was provided in President Eisenhower’s housing program which contained recom- 
mendations for insuring older homes on an equivalent basis with new homes. 
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cing is increasing; (3) the possible effects of junior financing on the 
security of first mortgages; (4) the degree to which any ill effects 
arising from increasing junior financing may be offset by closer loan 
and borrower analysis, better risk selection, and changed loan terms 
for first mortgages. 




















THE THEORETICAL VALUE OF A STOCK RIGHT 


GEORGE HEBERTON EVANS, JR. 
The Johns Hopkins University 


I. THE PROBLEM 


THE COMPUTATION OF THE THEORETICAL value of a right in a privileged 
subscription to the common stock of a corporation is usually made 
through the application of the formula, 
M-S 
ANT" - 
where R is the theoretical value of a right, M is the market price of an 
old share just before it is sold ex-rights (which presumably is before the 
price of the stock has had a chance to adjust to the expectations con- 
cerning the results to be achieved from the increased capital of the 
company),! S is the subscription price, and V the number of old shares 
necessary to enable the holder to subscribe to one new share. An 
alternative formula is 
_Pa-S 


R v 





(2) 


where P, is the price of a share ex-rights and the other letters have the 
same meaning as in Formula 1. Formula 2 gives the same result as 
Formula 1 if P, equals (M— R). Explanation of these formulas is 
made by developing the idea that a stockholder’s “‘surplus market val- 
ue” on WN old shares [i.e., W(M — S)] must be spread over (N + 1) 
shares after the subscription. 

But the assumptions concerning earnings, dividends, and price/ 
earnings or price/dividend ratios that are involved in the use of these 
formulas are never presented. Formula 1 is shown in Section II, which 
follows, to involve a very restricted set of assumptions. Formula 2 in- 
volves the same set of assumptions when it is treated as though P, = 
M — R. The users of Formula 2, however, are not always precise in 
their thinking about the meaning of P,. Often this price is taken to be 
the price immediately after the stock is sold ex-rights; on other oc- 

1. For several months prior to the time that the stock is sold ex-rights, the market has 
had knowledge that a privileged subscription is to be offered, but until that time the pre- 
cise terms of the offering are not widely known so that traders—others than the insiders— 


would not have been able previously to make definite estimates concerning the effects of 
the receipts of the subscription upon the value of the stock. 


5 
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casions it is treated as a price occurring sometime during the subscrip- 
tion; some may perhaps think of it as the price immediately upon com- 
pletion of the subscription. As shown in Sections III and IV below, 
Formula 2 can be put into more precise form and thus yields new 
formulas for the computation of the theoretical value of a right. 


II. ASSUMPTIONS IN FORMULA 1, THE TRADITIONAL FORMULA 


If it is assumed that the shares of a corporation sell on the same 
price/earnings ratio before and after a subscription, those who use 
Formula 1 also assume that the earnings of the corporation will be 
increased by a sum equal to that obtained by applying to the new 
funds an earnings rate equal to the inverse of the price/earnings ratio. 
Take the following case: net earnings available for the common stock 
are $600,000 before the subscription; 100,000 shares are increased by 
the subscription to 120,000 shares; the market price of an old share is 
$90 (that is, each share is selling at 15 times earnings); and the sub- 
scription price is $60 per share. Under these conditions the theoretical 
value of a right is, according to Formula 1, $5, and the market value 
of each share ex-rights is $85. Now, if the earnings on the old capital 
invested remain the same and the new money earns at a rate equal to 
the inverse of the assumed price/earnings ratio (i.e., at a rate of 63 per 
cent), the addition to earnings equals $80,000, the new earnings per share 
amount to $53, and these per-share earnings at the assumed price/ 
earnings ratio also give a market price of $85 for each share without 
rights; and thus the theoretical value of a right becomes $5 and equals 
the figure derived from Formula 1. 

The particular case can be put in general terms in the following 
manner. Let Po = the price per share before and P; = the expected 
price per share after the subscription, Ny = the number of shares be- 
fore subscription, VN, = the number of additional shares, S = the sub- 
scription price, Zp = the earnings per share before and £; = the ex- 
pected earnings per share after the subscription, C = the price/ 
earnings ratio, which is assumed to remain constant (i.e.,C = Po/E» = 
P,/E;), and, finally, r; = the expected rate of earnings on the addi- 
tional funds raised by the subscription. Formula 1 for computing the 
theoretical value of the right implies that 


p, = LPo(No/ Ni) | +5 _ PoNot SMi 
- = 


(3) 
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But P; must also equal the price/earnings ratio times the per-share 
earnings on the new stock. That is, P} = CE,. But 


c(# Not ris M 
N,+ Ni 


CE, = 


Now equating the two values for P; we have: 
PoN lot S Mi ‘eres + riS Ni . 
Not SN _ ‘) » 
N,+N" N, +N" , 
Now substituting Po/E» for C and solving for r,, we get r,= Eo/Po, 
which is the inverse of the price/earnings ratio. 

It should be pointed out that a price/earnings ratio immediately 
after the subscription that differs from the ratio existing immediately 
before the subscription can be offset by a particular change in the rate 
of earnings in such a way that Formula 1 for computing the theoretical 
value of a right will be correct; but the changes in the price/earnings 
ratio and the rate of earnings on the new money must exactly compen- 
sate. 

Take the equation 

PoNo+SMi_o (Ai oVo+ iS Ni 
N+ NN, N + N; 
where the prospective price/earnings ratio (represented by C;) is y 
times the old price/earnings ratio (represented by Cy) and where the 
other symbols have the same meaning as in Equation (4). In this case 


ra A[ENo—9) 5 17 _ Bop Povo(—») +S¥i 
 ¥ SN; Col Po yS Ni 

Of course, as above, r = Eo/P, if y = 1. If one reverts to the arith- 
metical illustration at the beginning of this section and computes 7, 
under the assumption that the price/earnings ratio falls from 15 before 
to 10 after the subscription, r; must equal 35 per cent if Formula 1 for 
valuing rights is to hold. 

But, still using the foregoing arithmetical example in order again to 
make the problem specific, suppose the price/earnings ratio can be ex- 
pected to fall from 15 to 10 in the process of the subscription and that 
annual earnings may be expected to increase by 12 per cent of the new 
money, what is the theoretical value of a right? Formula 1 still indi- 
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cates a value of $5, but it is not difficult to show that the right hasa 
value of only $.40. (The new earnings should be $6.20 per share; at a 
price/earnings ratio of 10, the new shares should sell for $62; and, since 
the subscription price is $60, the per-share “surplus market value’’ of 
$2 must be distributed over 5 old shares.) 


III. A FoRMULA FOR USE WHEN STOCK PricEs ARE DETERMINED 
BY EARNINGS 


The question now arises whether a better formula for computing the 
theoretical value of a right can be employed—one that would not be 
quite so rigid in its assumptions. The formula given below, which is a de- 
velopment of Formula 2, would seem to be an improvement over both 
Formula 1 and Formula 2 if earnings determine the price of the stock. 
Let R = the theoretical value of the right, Co and C; = the price/ 
earnings ratio before and after the subscription, respectively, y express 
the relation between Cy and C, (i.e., C: = yCo), and the other symbols 
used below be the same as those of Equation (4). Then, taking a look 
toward the prospective situation after the completion of the subscrip- 
tion, because the theoretical value of a right should be more closely 
related to the market price of a share after the subscription than to the 
price prior to or during it, the following appears to be a reasonable 
formula for determining the theoretical value of the right: 


Pi—S _Ci[ (EoNo+riS Ni) / (No+ Ni] —S 
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With words replacing the symbols, the theoretical value of a right by 
Formula 5 equals 
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The problem in an evaluation of a right now becomes that of 
estimating both the new price/earnings ratio and the rate of earnings 
on the new money brought in by the subscription as prerequisites to 
the evaluation. Of course, if one assumes that the price/earnings ratio 
is the same before and after the subscription and that the new money 
brings in additional earnings at a rate equal to the inverse of the price/ 
earnings ratio, the result is a theoretical value of the right equal to that 
obtained by Formula 1. Thus the old formula becomes a special case 
of the new one. 


IV. A FormMvULA FOR USE WHEN STocK Prices ARE 
DETERMINED BY DIVIDENDS 


If one assumes that the price of a share is determined by the dividend 
paid upon it, Formula 1 for determining the theoretical value of a right 
can also be shown to involve a special set of assumptions. If one as- 
sumes, for example, that a corporation’s shares sell on the same price/ 
dividend ratio before and after a subscription and that there is a con- 
stant relation between per-share dividends and earnings, then it is also 
true, using the same symbols as above, that r, = Eo/Pp. For the proof, 
we need in addition to the foregoing symbols the following: Dy = 
dividends per share before and D, = dividends per share after sub- 
scription. Under the assumptions, P»/D»y = P,/D, = F (i.e., there is 
a constant price/dividend ratio) and Ey)/D» = E,/D, = G (i.e., there 
is a constant earnings/dividend ratio). Now dividing equals by equals, 
it follows that the price/earnings ratios are constant, and we have the 
same situation as in the first case of Section II. Thus 7, = Eo/Po, 
which is the inverse of the constant price/earnings ratio. Under these 
assumptions, then, the users of Formula 1 for computing the theoretical 
value of a right also assume that the earnings of the corporation are 
increased by a sum equal to that obtained by applying to the addi- 
tional funds an earnings rate that is the inverse of the price/earnings 
ratio. 

But, when computing the value of a right, there should be no neces- 
sity for assuming constancy in the price/dividend and the earnings/ 
dividend ratios. The formula given below, which is another develop- 
ment of Formula 2, avoids such rigidity. Using the symbols already 
employed, let Po/Do = Fo, Pi/D: = Fi, Fi = 2Fo (where 2 is a pre- 
determined factor, say 90 per cent, so that the new price/dividend 
ratio accordingly is a specified percentage of the comparable old ratio), 
Eop/Do = Go, E:/Di = Gi, and G; = wGy (where w is a factor similar 
to z, except that w relates to the earnings/dividend ratio). 
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Now, 
R= Pi-S _FiDi—S_ IF (E,/G;) | —S — (2Fo) (E,/wGo) — S 
N,/N, N/N; N,/N, N,/N; 
a [2Fo (EoNo+ riS Ni) /wGo(No+ Ni)] —S 
N,/ Ni 
i (2/w) (Po/Eo) { (EoNo+ 71S Ni) / (No+ Ni) ] —S 
N,/N, 
_M ) (F) EoNo+ riSNi\ _ 
i xl w/ \E, N,+ NM ) s| (6) 


Formula 6, of course, gives the same result as Formula 5, since z/w X 
Po/Ey = P:/E; = Ci. But Equation 6 provokes thought about the 
expected changes in both the price/dividend and the earnings/dividend 
ratios, whereas Formula 5 does not specifically do that. Put into 
words, Formula 6 gives the theoretical value of a right as 
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The arithmetical illustration set forth at the beginning of Section II 
can be used to demonstrate the contribution of Formula 6. Suppose 
that the old dividend was $3 per share, that the same percentage of 
earnings is expected to be paid out in dividends (i.e., w = 1, so that 
G, = Gp), that total annual earnings after the subscription are expected 
to increase by 12 per cent of the new funds, and that the price/dividend 
ratio is expected to increase to 110 per cent of the old ratio (i.e., 
z= 1.10, so that F, = 1.10 Fo). Use of Formula 1 ignores these as- 
sumptions and gives the theoretical value of the right as $5; Formula 6 
utilizes them and gives $8.46. Moreover, under the assumptions $8.46 is 
the correct figure for the theoretical value of the right. (The earnings 
are expected to be $6.20 per share after the subscription; since the 
earnings/dividend ratio is expected to remain constant, the dividend 
prospect is $3.10 per share; an advance of the price/dividend ratio to 
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33 gives an expected per-share price of $102.30; since the subscription 
price is $60, the expected “surplus market value” per share to be dis- 
tributed over 5 old shares by a subscription to one new share is $42.30; 
the theoretical value of a right is therefore $8.46.) 


V. CONCLUSION 


Use of the traditional formula for computing the theoretical value of 
a right (i.e., Formula 1 above) requires less knowledge or estimation 
than Formulas 5 and 6 developed in this article, but that fact scarcely 
provides a basis for continued resort to it. Frequently assumptions 
under which the new and the old formulas will yield identical results 
will be justified; if so, at least clarity in one’s assumptions is gained by 
the use of the new formulas. More, however, is involved: the traditional 
formula can provide correct answers for only a very limited range of 
assumptions ; the new formulas have much wider applicability. By way 
of a postscript, it may be pointed out that the theoretical value of a 
right need not remain constant throughout the period of the subscrip- 
tion. For example, a rapidly rising stock market might justify using a 
much higher price/earnings ratio for the company’s shares toward the 
end of the subscription period than the ratio employed when the 
offering was first made. Such changes can be taken care of when valuing 
a right by the new formulas, but the traditional formula cannot reflect 
these new conditions. 











COMMUNICATIONS 


TOWARD A MORE MEANINGFUL STATISTICAL CONCEPT 
OF THE MONEY SUPPLY 


A ComMMENT* 


In a recent article in the Journal of Finance, Professor Leland J. Pritchard 
suggests several changes in the concept of the money supply, particularly as he 
interprets the formulation in an article appearing in the Federal Reserve Bulle- 
tin in 1953.1 The major change which he suggests is that time and savings de- 
posits in commercial banks and deposits in mutual savings banks should be 
treated separately in considering the money supply, that the former should be 
classified as “secondary money,” and that all attributes of moneyness should be 
denied the latter.* He concludes further that Postal Savings deposits and non- 
marketable United States government securities should be classified as “terti- 
ary money.” 

Professor Pritchard defines “primary money” as means of payment, includ- 
ing demand deposits (exclusive of interbank deposits and cash items in process 
of collection) and currency outside banks. He then states that assets that serve 


* The views expressed in this article are the personal views of the author and in no 
way reflect the views of the Board of Governors of the Federal Reserve System. 


1. Leland J. Pritchard, “Toward a More Meaningful Statistical Concept of the 
Money Supply,” Journal of Finance (March, 1954), pp. 41-48. The article referred to 
by Professor Pritchard is “The Monetary System of the United Sttaes,” Federal Reserve 
Bulletin (February, 1953), pp. 98-109. 


2. Concerning the other major point to which Professor Pritchard addresses himself— 
the treatment of deposits held by the United States government—there is considerably 
less disagreement than is implied by his article. Both Professor Pritchard and the Federal 
Reserve Bulletin article agree that the Treasury deposits with both commercial banks 
and Federal Reserve Banks are to be included among means of payment but that for 
some purposes it may be desirable to show such deposits separately from those held by 
consumers and businesses. Professor Pritchard himself refers to occasions on which this 
was particularly necessary because of special motivations influencing the size of the Treas- 
ury balance and the relatively great magnitude of the balance at such times; these occa- 
sions include the period of World War II, when total Treasury deposits sometimes ex- 
ceeded $20 billion immediately after War Loan drives, and the period 1936-39, when the 
Treasury at times built up deposits with the Federal Reserve Banks in order to restrict 
the growth of commercial bank reserves. The appropriate statistical treatment of Treas- 
ury deposits in order to obtain the most meaningful picture of monetary developments 
presents a real problem. Regularly published Federal Reserve statistics on deposits and 
currency show demand deposits adjusted, which include deposits of state and local 
governments as well as consumers and businesses, and United States government de- 
posits, which consist almost entirely of demand deposits, as separate categories. Pro- 
fessor Pritchard suggests a separate subclassification of demand deposits held by all 
governmental units, including state and local governments as well as the federal govern- 
ment, within the general category of demand deposits. Deposits of other governmental 
units are not so readily available on a current basis as those of the federal govern- 
ment, however. Moreover, it may be questioned whther the magnitude of state and 
local government deposits is likely to be influenced to any significant degree by the 
special factors that at times influence the magnitude of federal government deposits. 
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only as stores of purchasing power but not as means of payment can be con- 
sidered to have a degree of moneyness if they are “monetarily liquid for so- 
ciety as a whole.’ He explains this concept as follows: “. . . No asset really 
has a monetary store of purchasing power quality unless there can be a net 
conversion of that asset into money, ceteris paribus. In other words it must be 
possible to effect this conversion without necessitating that any present money 
holder reduce his holdings. Any other interpretation becomes mired in a futile 
discussion of relative degrees of confidence and liquidity. [Italic in original].”4 

On the basis of this definition, Professor Pritchard concludes that time de- 
posits in commercial banks should be classified as money. “A time deposit in 
a commercial bank, from an economic standpoint, is simply a demand deposit 
with a zero velocity. An expansion of time deposits, with minor exceptions, al- 
ways causes an equal diminution in the ‘means-of-payment’ money supply. Con- 
versely a decrease in time deposits, with inconsequential exceptions, always 
causes an equal expansion in the primary money supply.”5 He concludes that 
Postal Savings deposits and non-marketable United States government obliga- 
tions held by the non-bank public also have an “essential quality of moneyness,” 
since they are “capable of being converted into a definite volume of primary 
money without forcing a reduction in any of the existing holdings of money 
outstanding.” He denies any monetary quality to deposits in mutual savings 
banks, however, on the ground that “an expansion of these accounts, whether 
from the deposit of currency or checks, causes no change per se in the total 
primary money supply.”’? 

The suggested difference in the treatment of time deposits with commercial 
banks and deposits with mutual savings banks may be examined from two 
standpoints: first, the significance of the basis for distinction which Professor 
Pritchard sets up; and second, the extent to which time deposits with com- 
mercial banks meet the criterion set up in the article for possessing a “monetary 
store of purchasing power quality.” When examined from these points of view, 
it would appear that the distinction which is made is based not only on an 
approach to the store of purchasing power function of money and liquid assets 
which is lacking in analytical significance, but also on unrealistic assumptions 
concerning the availability of commercial bank reserves. 

In order to be significant for analytical purposes, the definition of money and 
the classification of assets as money should have some relation to the function 
of such assets as seen by the holder, that is, to the effect of the possession of 
such assets on the decision of the holder to spend or not to spend. Liquid assets 
other than means of payment may be said to have a monetary significance in 
so far as they satisfy the demand for liquidity and thus permit the holder to 
economize on means of payment. It is improbable that holders make any signi- 


3. It is unnecsesary to consider here whether it is more significant to use the term 
“money” to refer only to means of payment or whether it should be extended to in- 
clude assets not serving as means of payment but merely performing the “store of 
purchasing power” function. The issue raised by Professor Pritchard has the same 
significance whether time deposits are considerd as money or as near-money. In prac- 
tice, however, the Federal Reserve Bulletin article to which he refers is concerned pri- 
marily with means of payment. Professor Pritchard himself appears to be attempting 
to reach a modified means of payment approach. 


4. Op. cit., p. 43. 6. Ibid., p. 47. 
5. Ibid., pp. 43-44. 7. Ibid., p. 44. 
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ficant distinction between time deposits in commercial banks and deposits in 
mutual savings banks from the standpoint of their liquidity. If this is true, then 
the economic effect of outstanding deposits of the two kinds is identical, no 
matter how different their effects might be if all holders simultaneously at- 
tempted to make the conversion.® 

Professor Pritchard is apparently concerned about the fact that certain other 
types of assets may meet the demand for liquidity almost as well as time and 
savings deposits. This is indeed a problem. This fact makes it necessary that 
account be taken of the availability of assets other than deposits and currency 
in any analysis of the liquidity of the economy. It does not, however, justify 
distinguishing between two classes of savings deposits on grounds that have no 
basis in the motivation of the holder. 

Even if this basis for classification could be accepted, however, it is difficult 
to see how Professor Pritchard reaches the conclusion that time deposits in 
commercial banks are “simultaneously liquid for the economy as a whole.” This 
conclusion is apparently based on assumptions concerning the availability of 
reserves to commercial banks which are not only unrealistic in themselves but 
are also inconsistent with the assumptions used in reaching the conclusion that 
deposits with savings banks lack “monetary liquidity.” Because of differential 
reserve requirements behind demand and time deposits, the conclusion concern- 
ing the simultaneous liquidity of time deposits with commercial banks could be 
valid only if reserves were readily available to commercial banks in any quantity 
at their initiative and if any release or absorption of reserves resulting from 
conversions between demand and time deposits were precisely offset by changes 
in the demand of the banking system for excess reserves, in its willingness to 
be in debt, or in its willingness to alter its holdings of any 2:sets that the cen- 
tral bank might stand ready to buy and sell at fixed prices. 

The conversion of a given volume of demand deposits to time deposits would 
under present reserve requirements release more than two-thirds of the reserves 
originally required behind the deposits.® It is difficult to understand why com- 
mercial banks as a group should suddenly wish to increase their excess reserves, 
or alternatively to reduce their indebtedness, by precisely this amount, rather 
than use the reserves freed to expand loans and investments and thus increase 
deposit liabilities. Conversely, conversions of time deposits to demand deposits 
would require a tripling of the reserves held behind these deposits. Again, it is 
difficult to conceive of a source from which commercial banks could obtain the 
reserves in such a manner as not to exert a contractive influence on their lend- 
ing and investing. Increasing indebtedness, drawing down excess reserves, and 


8. It is true that funds held only for short periods of time or awaiting definite 
expenditures form a somewhat larger proportion of total time and savings deposits 
with commercial banks than of deposits with mutual savings banks and that the 
average rate of turnover of the former is consequently somewhat higher. It is not on 
this ground that Professor Pritchard makes his distinction, however. Furthermore, this 
basis for distinction is inconsistent with his classification of non-marketable United 
States government securities as money, since the latter are less likely to be held in 
anticipation of payments in the near future than are deposits with mutual savings banks. 


9. At the presest time (October, 1954) required reserves for member banks of the 
Federal Reserve System are 5 per cent behind time deposits and average about 16! 
per cent behind demand deposits. For every $100 converted from demand to time 
deposits, the reserves freed would support an additional $70 of demand deposits. 
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selling short-term assets to the central bank (even assuming that the latter 
were willing to buy) would all bring about declines in commercial bank liquidity 
in varying degrees and therefore tend to result in credit contraction. 

Professor Pritchard admits the existence of the reserve problem in a footnote 
in which he recognizes that the decrease in time deposits in commercial banks 
cannot result in an equal expansion of the primary money supply if the banks 
lack sufficient excess reserves and are unwilling or unable to replenish their 
reserves. He refers to this possibility as “an unlikely situation under present 
institutional arrangements,” however.?® 

If reserves are so readily available and if banks are so willing to make use 
of them as Professor Pritchard implies, one is forced to inquire why it is that 
banks had not extended their loans and investments and deposits earlier on 
the basis of these reserves. A possible explanation might be that it is assumed 
that loans and investments of commercial banks are determined solely by the 
demand for credit (presumably at some conventional rate of interest) and are 
not influenced at all by the reserve position of the banks. This assumption would 
also be consistent with the conclusion that liquidations of non-marketable gov- 
ernment obligations will be met in large part by an increase in bank investment 
in newly issued marketable securities and by a consequent increase in the money 
supply. The assumption that commercial banks have access to unlimited re- 
serves would be inconsistent, however, with the conclusion that savings banks 
would be unable to liquidate earning assets in order to permit their depositors 
to convert savings deposits into demand deposits with commercial banks; in- 
deed, Professor Pritchard bases this conclusion on the explicit assumption that 
commercial banks should not be expected to have sufficient reserves to make 
security purchases from mutual savings banks.12 

A possible alternative assumption underlying Professor Pritchard’s conclusion 
that there is a one-to-one relationship between time deposits in commercial 
banks and demand deposits would be that the monetary authorities undertake 
to offset through open market or other actions the absorption or release of re- 
serves involved in transfers between time and demand deposits. The conclusion 
reached on Postal Savings deposits and non-marketable government securities 
would require further that the authorities take action to supply banks with the 
requisite reserves to buy securities issued when Postal Savings deposits or non- 
marketable securities are redeemed, or to absorb reserves when non-bank hold- 
ings of the latter assets increase. Action to offset such movements would be in 
conformity with sound monetary policy if such shifts resulted from a change 


10. Op. cit., p. 44, n. 9. 


11. Professor Pritchard writes: “Contrariwise a reduction of deposits in the mutual 
savings banks will not cause an expansion in the money supply unless the liquidation 
of deposits in the mutual savings banks results in the transfer of savings bank port- 
folios to the commercial banks. This contingency assumes, of course, that the com- 
mercial banks have the requisite volume of excess reserves to absorb this transfer, and 
for some reason or other did not see fit to utilize this unused lending capacity until 
the assets disgorged by the savings banks were put on the market. Obviously there is 
nothing in this situation which would increase the ability of the commercial banks to 
lend (ie., expand their excess reserves) unless the savers who were withdrawing their 
accounts from the mutual savings banks chose to hold their balances in time deposits 
in the commercial banks” (ibid., pp. 44-45). It is difficult to reconcile ths statement 
with his footnote prevously referred to concerning the unlikelihood of commrcial banks 
being unable to obtain reserves. 
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in the demand for means of payment relative to expenditures, for example, if a 
shift from time deposits to demand deposits represented a demand for a larger 
quantity of means of payment with an unchanged volume of expenditures. It 
would not be in accordance with sound monetary policy, however, if such a 
shift resulted from a decrease in the demand for total liquid assets in relation 
to expenditures in response, for example, to inflationary developments. In any 
event, the monetary authorities, in deciding whether or not to make reserves 
available, should be expected to give the same consideration to shifts from de- 
posits in mutual savings banks to demand deposits as to shifts from time to 
demand deposits in commercial banks. Central bank purchases of securities in 
the market would permit commercial banks to take over securities from sav- 
ings banks as well as to meet increased reserve requirements associated with 
the change in the character of their own deposits. In this case also the assump- 
tions on which Professor Pritchard bases his conclusions appear to be incon- 
sistent with respect to the two classes of savings deposits. 


Board of Governors of the Federal Reserve System Mona E. DINGcLE 


A REPLY 


There is published in every issue of the Federal Reserve Bulletin a table 
headed “Deposits and Currency.” Under the “deposits adjusted and currency” 
division of this table are included demand deposits adjusted, time deposits, and 
currency outside banks. Time deposits, in turn, are broken down into time de- 
posits in commercial banks, savings deposits in mutual savings banks, and de- 
posits in the Postal Savings System. The aggregate of all these items purports 
to measure the total of deposits and currency—the money supply in the United 
States. 

The principal points at issue in this exchange involve the components of 
these so-called “time deposits.” It is Miss Dingle’s contention, in support of 
the Bulletin’s classification, that mutual savings bank deposits are as liquid as 
time deposits in commercial banks, in the judgment of the holders, and belong 
therefore in tabulations of the money supply. Also that savings bank deposits 
possess the “store of puchasing power” quality of money, a quality presumably 
shared on about equal terms with deposits in the Postal Savings System. 

Miss Dingle justifies the “liquidity” test of the moneyness of an asset in 
these terms: “Liquid assets other than means of payment may be said to have 
a monetary significance in so far as they satisfy the demand for liquidity and 
thus permit the holder to economize on means of payment.” 

If an aggregative statistical concept of the money supply is to be valid it 
must be valid in terms of society as a whole. The foregoing statement contains 
the implication that the larger the volume of liquid assets an individual holds 
the smaller will be his primary money balances; and that if one individual can 
accomplish this, all can accomplish it, since it is undeniably possible for in- 
dividuals, collectively, to increase their aggregate liquid asset holdings. 

The fallacy of this proposition when extended to primary money assets pro- 
ceeds from the “money paradox,” viz., that if individuals (on balance) seek to 
reduce their cash holdings they will set in motion forces which will result in an 
increase in their aggregate cash holdings; and that if they seek to increase their 
cash holdings they will, collectively, end up with a smaller balance. 
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Therefore if there is, as Miss Dingle contends, a direct relationship between 
general liquid asset holdings and the extent to which individuals economize on 
means of payment assets, it is initially a velocity relationship, which tends to 
produce in the longer run an inverse relationship with respect to the public’s 
cash holdings. That is to say, efforts on the part of the holders to reduce their 
cash balances will cause the velocity of primary money to increase, effective 
demands will expand, and a favorable basis will be established for the expansion 
of bank credit—and the money supply. 

Even were it granted (which I do not) that the attitude of the individual 
with regard to the supposed liquidity of an asset is a proper test of its “money- 
ness,” the proposition is untenable that the attitude of depositors with regard 
to the liquidity of their savings deposits in the mutual savings banks is signifi- 
cantly different in this respect from the attitude of, for example, savings and 
loan association depositors. Certainly there is no basis in fact for drawing such 
liquidity distinctions. 

The second reason given by Miss Dingle to support her position of the 
essential sameness of time deposits and mutual savings bank deposits rests upon 
the presumption that the “monetary authorities” will tend to give the same con- 
sideration in supplying cash to mutual savings banks to meet depositor with- 
drawals as they would exercise in covering a reserve deficit of the commercial 
banks caused by a shifting from the time to the demand deposit category. The 
remedial action, which Miss Dingle envisions the monetary authority will take, 
involves “central bank purchases of securities in the market. . . .” 

If there ever was a justification for this assumption it disappeared with the 
abandonment of the “pegs.”! But even then it could not be said that the mutual 
savings banks stood in a position any more favored than that held by any other 
would-be seller of marketable governments. 

In any event, and irrespective of the relative degrees of liquidity of time de- 
posits in commercial banks versus mutual savings bank deposits, the processes 
of creation and liquidation of the two classes of deposits is substantively dif- 
ferent. This difference is significant and should not be obscured by a conglom- 
erate mingling of the two types of deposits. Time deposits, it has been noted, 
are directly related to the primary money supply whereas mutual savings bank 
deposits have no special connection. It is true, of course, that a shift from time 
to demand deposits will reduce the volume of excess reserves in the banks (if 
there were such) and if these were inadequate to meet the transfer the banks 
will be under pressure to meet their reserve requirements. But this is not proof, 
as Miss Dingle contends, that time deposits are no more a part of the money 
supply than are mutual savings bank deposits. This process and its effects place 
time deposits in no distinctive category as compared with demand deposits. The 
same consequence would come about were demand deposits shifted from banks 
having higher reserve requirements to banks having lower reserve requirements. 
Thus it can be seen that time deposits have a very special property of money- 
ness. In this respect, they are virtually demand deposits with a zero velocity. 

The processes of creation or liquidation of savings accounts in the mutual 
savings banks is entirely different, for these banks, in common with numerous 


1. During the period when the market for federal obligations was being “pegged,” 
or from December, 1941, to March, 1951, the mutual savings banks, and any other 
holder of marketable governments, could be certain of a fixed price market with the 
Reserve banks for their holdings. In other words that part of the national debt held 
by the public was subject to monetization at the discretion of the public. 
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other types of financial institutions, are customers of the commercial banks, 
create no credit, and are capable of loaning out only the voluntary savings put 
at their disposal by their customers.? A liquidation of savings bank deposits, 
for example, forces the savings bank to transfer some of its cash holdings to 
the customer who is liquidating his account. The effect, per se, is to cause no 
change whatsoever in the total volume of primary money. Such liquidation of 
course puts the mutual savings bank under pressure to replenish its deposit 
balances with the commercial banks. This is likely to be accomplished through 
the sale of securities in the open market. However, neither the Reserve banks 
nor the commercial banks are constrained or under any obligation whatsoever 
to buy these mutual savings bank offerings. Just as a contraction of mutual 
savings bank deposits does not induce an expansion of the money supply, neither 
does an expansion of mutual savings bank deposits force or induce a contraction 
in the money supply. Monetarywise the latter transaction involves nothing more 
than the transfer of primary money from the saver to the savings bank. A fur- 
ther transfer in the ownership of these balances results when the mutual savings 
bank invests these funds. Thus it may be said that the growth of mutual savings 
bank deposits is indicative that money has been utilized for investment purposes 
—it is not an evidence of money as such. Therefore to include mutual savings 
bank deposits in tabulations of the money supply is to indulge in double count- 
ing some of our monetary assets. 

Neither should postal savings be included in tabulations of the means of pay- 
ment money supply. But there are sound reasons for considering postal savings 
as a part of our “fringe” money supply. Postal savings, in contrast to mutual 
saving bank deposits, possess the monetary “store of purchasing power” quality 
of money, as do all non-marketable U.S. obligations. The explanation for these 
differences is to be found in the fiscal practices and policies of the Treasury, 
in the investment practices and procedures of the Postal Savings System, and 
in the institutional framework within which the mutual savings banks operate. 
The explanation cannot be set down here, for an adamant editor has informed 
me that I have more than exhausted my allotted space. 


LELAND J. PRITCHARD 
University of Kansas 


2. The conclusions drawn here are not valid for all of the 528 banks classified by 
the Bulletin as mutual savings banks. A very few of these banks (the Bulletin does not 
specify the number) accept deposits subject to check. These partciular institutions are 
capable of adding to the money supply in their lending operations and should, therefore, 
be classified as commercial banks. The same may be said of those industrial banks which 
do a demand deposit business. 


3. Some mutual savings banks have other more certain, if not more convenient, means 
of obtaining cash. As of June 30, 1952, for example, 22 mutual savings banks were 
members of the Federal Home Loan Bank System. This avenue to liquidity is also 
open to approximately 4,000 savings and loan associations, or about two-thirds of all 
associations within the country. 


4. There are a few exceptions to this general conclusion. Ever since 1941 three 
mutual savings banks have been members of the Federal Reserve System; and in 
New York state the mutuals have organiped and own a commercial bank called the 
“Savings Bank Trust Company.” Through the facilities of this bank, a sort of central 
bank for the New York mutuals, they have the same access to Reserve bank credit 
afforded to any member bank. 
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A REJOINDER 


In defense of his criterion for differentiating between the monetary quality of 
time and savings deposits in commercial banks and that of deposits in mutual 
savings banks, Professor Pritchard again refers to the necessity that the concept 
of money be valid for society as a whole. It would seem necessary, however, 
that the concept be valid under assumptions consistent with the actual behavior 
of depositors, rather than on the assumption that at some remote future date 
depositors may initiate pressure for mass liquidation of savings deposits and 
find themselves unable to carry it out. The history of monetary theory is full 
of once prevalent misconceptions arising from unduly mechanistic definitions 
of money. For example, a definition of money that would deny the same mone- 
tary quality to demand deposits as to currency has long since been abandoned 
as stressing nonessentials. Nevertheless, any pressure for mass conversion of 
commercial bank deposits into currency would lead to difficulties similar to those 
that Professor Pritchard describes as accompanying the attempt to convert 
mutual savings bank deposits to demand deposits in the aggregate. The analogy 
is not of course exact, but it does illustrate some of the difficulties in differ- 
entiating between money and not-money on the basis of the identity of the issuer 
or creditor or the form of the obligation rather than the function performed. 

Professor Pritchard has not yet explained the basis for his assumption that 
commercial banks will always be able to obtain the reserves necessary to permit 
a conversion of their time deposits to demand deposits, while mutual savings 
banks will be unable to obtain the cash assets necessary to redeem their deposits. 
He refers vaguely to the drawing down of excess reserves by commercial banks 
and to possible pressure on banks to build up their reserves. He does not ex- 
plain, however, why banks have earlier failed to utilize any existing excess 
reserves beyond working requirements and any potential reserves that were 
readily and cheaply available, and why they are now willing nonetheless to resort 
to such reserves without taking action tending to reduce aggregate bank credit 
and deposits. 

In stating that savings banks as well as commercial banks would benefit from 
any actions that the monetary authorities might take to supply reserves in order 
to permit the conversion of time to demand deposits, I was merely referring to 
the normal course of developments to be expected in a free market. If com- 
mercial banks are supplied with adequate reserves, they can not only meet the 
additional reserve requirements resulting from the conversion of their time de- 
posit liabilities to demand deposits, but can also purchase securities that are 
sold by mutual savings banks (or securities that are sold by other investors that 
are in turn purchasing securities from mutual savings banks). Such a result 
depends neither on pegged markets nor on special efforts of the central bank 
or commercial banks to favor security purchases from mutual savings banks; 
it requires only the operation of free market forces and the supplying of ade- 
quate reserves to the banking system. A similar shifting of investments has 
taken place since mid-1953, as commercial banks, being supplied with reserves 
in excess of immediate requirements, have purchased United States government 
securities, while mutual savings banks, with smaller free resources and with 
alternative investment outlets available, have sold such securities. 


Mona E. DINGLE 
Board of Governors of the Federal Reserve System 











PROFESSOR MAXWELL AND FISCAL EQUITY 


While I appreciate Professor Maxwell’s reference to the originality of my 
concept of fiscal equity, I feel that it is necessary to clear up certain misin- 
terpretations which are present in his discussion.1 He states that my criterion 
requires that persons dissimilar in no relevant respect “should everywhere pay 
the same total taxes and get the same governmental services.” This is an in- 
terpretation which I had especially attempted to avoid since any system of 
grants or transfers accomplishing this goal would destroy one of the major ad- 
vantages of a federal structure, that of the freedom of individual state units to 
adopt different tax and expenditure systems. My criterion of equal treatment 
for equals requires only that the net impact of government be the same for 
similarly situated persons, in my earlier language, that the fiscal residua (taxes 
minus benefits) be equivalent. The satisfaction of this requirement need not 
imply that either the tax burden or the benefits from government services be 
equal. 

This interpretation has apparently caused Maxwell to overlook one of the 
centra! parts of my argument. He states “in actual practice, the tendency is, he 
believes, for state and local taxes to be higher and benefits . . . lower in low- 
income areas” (Italics mine). If the correct version of my equity criterion is 
adopted, there is no tendency or belief about it. The fiscal impact of government 
must be more onerous in the low-income states on the average. Of course there 
can always exist particularly advantaged groups within any fiscal system, but, 
on the average, similarly situated individuals must be burdened to a greater 
degree in the low income states by the very fact of residence in a political unit 
with low fiscal capacity. Taxes must be higher and/or benefits from govern- 
mental services lower because of the geographical concentration of low-income 
receivers. 

I am in full agreement with Maxwell concerning the applicability of my argu- 
ment to the intra- as well as to the interstate problem, and I quite concede the 
overwhelming practical difficulties in implementing my criterion at either level, 
but, as he suggests, the real issue involves the soundness of the concept itself. 
Maxwell states that my argument assumes that people have no control over 
where they live. This is a serious misinterpretation of my position which is in- 
deed based on the premise that people do tend to move in response to economic 
incentives. The real question here is whether or not we wish to allow economic 
incentives as reflected by the patterns of the national marketplace to be fully 
operative or whether we wish to interfere with these incentives and, if so, in 
what manner. If the fiscal residua (taxes minus benefits) of similarly situated 
individuals are higher in the low-income areas, a non-market-determined eco- 
nomic incentive is provided and the allocation of economic resources is affected 
by the magnitude of its influence. My argument is as simple as this; it requires 
no specification of the national interest other than the presumption normally 


1. James A. Maxwell, “The Equalizing Effects of Federal Grants,” Journal of 
Finance, IX (May, 1954), 212-13. 
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made by economists to the effect that, ceterus paribus, an increase in national 
income is desirable. In applied terms this means that if a man can earn an in- 
come of $6,000 in Mississippi and only $5,800 in New York (leaving non-pe- 
cuniary elements aside), do we want him to locate in New York merely because 
the Mississippi tax and/or expenditure structure is more burdensome (less bene- 
ficient) than the New York one? Or do we want him to respond to market- 
determined incentives as unaffected by fiscal considerations, a response that can 
only be attained by neutralizing the effects of interarea income differences 
through a system of transfers? 

There is no disagreement between Maxwell and myself regarding the de- 
sirability of the outmigration of unskilled labor from the low-income areas. I 
want this outmigration to be guided primarily by market forces; Maxwell would 
apparently supplement these forces by fiscal policy. And it must be emphasized 
here that failure to take action also constitutes policy. I wonder if he would 
agree to carry his argument to its logical conclusion in the case of the general 
agricultural policy: Relatively too large a portion of the nation’s resources are 
devoted to agriculture, hence the continuing surplus problem. I should (perhaps 
with some qualifying adjustments) support a program aimed at removing all 
props from the prices of farm commodities and/or from the incomes of farmers. 
This would allow market forces to determine farm prices and farm incomes. 
The portent of the Maxwell view is that since resources are excessive in farming 
we should supplement the normal workings of the market mechanism and adopt 
just the opposite of price supports, that we should introduce fiscal incentives 
for the outmigration from farming, perhaps through a discriminatory income 
tax to be levied on farm income. 

I am prepared to admit that my criterion is not directly applicable as a guide- 
post for transfer policy, and I may agree with Maxwell that in so far as practical 
policy is concerned, grants providing states with an ability to finance minimum 
standards may be a more realistic alternative. But I disagree categorically with 
the view that such minimum standard grants represent any semblance of the 
policy ideal. 

James M. BucHANAN 
Florida State University 


A REPLY 


Professor Buchanan charges me with (1) misstatement of his criterion of fiscal 
equity, (2) introduction of an unnecessary qualification concerning the fiscal 
impact of government in low-income states, (3) a willingness to allow fiscal 
incentives to influence interstate movement of people. 

The first charge I admit. I did state inaccurately Professor Buchanan’s cri- 
terion of fiscal equity, and for this I apologize. But my misstatement errs only 
in that it is a special case falling within the more general definition which he 
offers. 

With respect to the second charge, I introduced the qualifying word “tend- 
ency” in order to cover cases which do not fall within his specifications. Surely 
units of government have different fiscal situations because of their past, their 
geography, etc., even when the levels of their per capita incomes are the same. 
State A might have a negative fiscal residuum because of past mistakes, whereas 
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State B might not; or highways in State A might be expensive to build and 
maintain in comparison with State B. 

Buchanan’s third charge goes to the heart of my difference of opinion with 
him. I am content, while he is not, that fiscal considerations should encourage 
movement by people (although I will not go so far as to propose a program 
the obverse of what he proposes). People living in low-income states will some- 
times be more productive if they moved to a high-income state (certainly this 
is more likely than the case which Buchanan supposes), and I argue that ap- 
plication of his policy would have the unfortunate effect of retarding this 
movement. 

James A. MAXWELL 
Clark University 
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MICHIGAN STATE HIGHWAY 
EXPENDITURE POLICY* 


HuBeErt H. FRISINGER 
University of Toledo 


In 1948 IT WAS ESTIMATED that the state of Michigan needed to 
spend more than $875,000,000 to remedy its highway deficiencies. 
The seriousness of this deficiency is shown by the fact that it would 
have taken thirty-two years to complete the new construction re- 
quired at the current rate of expenditure. Although several other 
states, including Illinois and Ohio, were similarly situated, the aver- 
age state’s construction backlog was only about half as large when 
expressed as a multiple of its annual highway construction budget. 
The objective of this study is to determine why Michigan had failed 
to provide an adequate system of trunk-line highways, and to sug- 
gest changes in expenditure and financing policies that will improve 
its performance of the highway function in the future. 

The history of the development of highways in Michigan from 
1919 is studied in Part I. The official reports of the state highway 
commissioners, proceedings of annual highway conferences, per- 
sonal interviews with highway officials, and various other sources 
of information are used to show: (1) how the highway investment 
problems of 1919 compare with those of 1948, (2) the causes of 
the 1948 investment backlog, and (3) the proposed solutions to the 
problem. The principal causes of the 1948 backlog are found to be: 
(1) the rapid obsolescence of many highways built in the preceding 
two decades caused in part by unforeseen increases in the volume of 
traffic and in motor vehicle operating speeds, (2) the mistaken be- 
lief that wider pavements would provide satisfactory increases in 
highway capacity, (3) faulty allocation formulas for the expendi- 
ture of available funds, and (4) inflexible tax rates and the adher- 
ence to the pay-as-you-go principle of financing. The reduction in 
the volume of investment during the World War II period, usually 
listed as a leading cause of the backlog, is found to be a comparative- 
ly minor factor. 


* A dissertation completed at the University of Michigan in 1952. 
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The theory of highway investment is developed in Part II of the 
study. The commercial principle of highway development and the 
marginal approach to the determination of the most economic limits 
of highway expenditures are emphasized. The following topics con- 
nected with expenditure planning are dealt with: costs and bene- 
fits, expenditure equilibrium through time, timing the replacement 
of obsolete facilities, and the counter-cyclical variation of highway 
expenditures. In the chapter on financing, substantial proof of the 
desirability of pricing highway services at full cost is presented. At- 
tention is also given to the effect of federal aid on investment effi- 
ciency curves, the advantages of earmarking for motor vehicle and 
other benefit taxes, and the use of the value-of-the-service principle 
in allocating the common costs of providing highways. The toll meth- 
od of financing highways is found to be superior to any other meth- 
od in cases where the vehicle-mile costs and benefits are appreciably 
above the level of state-wide average user taxes. 

A new approach to the calculation of investment efficiency ratings 
is applied to the analysis of three typical highway investment prob- 
lems in Part III of the study. The results show that much could 
be gained by the use of this approach to the assignment of proper 
priority ratings to projects under consideration. One of the cases 
provides an opportunity for the comparison of marginal costs and 
marginal benefits where two alternative solutions are possible. The 
study concludes with the following suggested changes in Michigan’s 
highway policies: (1) a much greater use of borrowing, (2) im- 
proved records and data for economic justification studies, (3) more 
emphasis on federal aid as a counter-cyclical influence, and (4) the 
establishment of an administrative commission to control borrowing 
and to adjust tax rates. 
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TAXATION IN THE SOVIET UNION* 


FRANKLYN D. HotzMAn 
University of Washington 


THE DISSERTATION IS DIVIDED into three sections. In the first part an 
attempt is made to work out the theoretical considerations neces- 
sary for an understanding of the functions and structure of the 
Soviet tax system. The approach runs from the general to the par- 
ticular: the first two chapters deal with the relationships between 
taxes taken as a unit, other economic tools at the government’s dis- 
posal (e.g., direct economic controls, rationing of bank credit), and 
some basic Soviet fiscal problems; the third chapter’ takes up the 
Soviet choice among different forms of taxation, and discussion runs 
in terms of the impact of taxes on work-incentives, allocation of re- 
sources, administrative considerations, and so forth; the fourth 
chapter studies the most important form of taxation, indirect or 
commodity taxation, in particular the peculiar structure of the So- 
viet indirect tax system. Only a schematic representation of Soviet 
taxes is presented in this part, just enough to meet the needs of the 
theoretical discussion. 

Part II is essentially historical and descriptive: taxes are described 
in detail and changes in each of the major taxes are traced through 
the whole Soviet period. Chapter 5 deals with the pre-1930 tax re- 
form situation and the impact of the reform. Chapter 6 is concerned 
with the changes since 1930 in the commodity taxes; chapter 7 with 
the history of the tax in kind of the agricultural sector (since the 
Revolution). In chapter 8, the history of all the remaining taxes (in- 
cluding sales of government bonds to the population) is traced. . 

The two chapters in Part III are devoted to statistical analysis. 
In chapter 9 broad trends in Soviet finance are traced from 1928 to 
1952 and explained in light of the theory developed in Part I. In 
chapter 10? the “burden” or average rate of taxation is computed in 
terms of definitions established in Part I. The Soviet and United 
States’ “burdens” are compared. 


* A dissertation completed at Harvard University in 1952. 


1. An early version of this chapter was published: “Commodity and Income Taxation 
in the Soviet Union,” Journal of Political Economy (October, 1950). 


2. “The Burden of Soviet Taxation,” American Economic Review (September, 1953). 
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This dissertation has since been fairly completely rewritten and 
will be published in the near future (Soviet Taxation: The Fiscal 
and Monetary Problems of a Planned Economy. Harvard University 
Press, 1955). In addition to revising substantially almost all chap- 
ters, a chapter was added. In chapter 11, the Soviet tax system is 
critically evaluated in terms of generally accepted criteria such as 
containment of inflation, equity, resource allocation, preservation 
of incentives, and effectiveness in implementing political objectives. c 
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GERMAN EXCHANGE CONTROL—1931-38* 


FRANK CLAYTON CHILD 
Pomona College 


CoNTEMPORARY FOREIGN exchange control and bilateralism were 
spawned of necessity. Adjustments to the shifting patterns of world 
trade and investment during two world wars and a major world de- 
pression have been beyond the capacity of free markets. Exchange 
control, however, has demonstrated its efficacy as a device for main- 
taining order in disorganized international markets. Unfortunately 
exchange control has a potential for further distortion of the pattern 
of world trade, for discrimination, and for economic exploitation— 
for effects generally considered undesirable. 

Textbooks on international economics justifiably refer to the in- 
terference in the foreign exchange markets by the Nazi authorities 
as the epitome of exchange control and discriminatory bilateralism. 
An examination of German exchange control of this period illu- 
minates the causes, growth, operation, and economic effects of ex- 
change control. 

Existing studies of the trading practices of Nazi Germany are in- 
adequate. None of them reflects recent developments in the theory 
of international values or of the theory of income determination. 
Much of the literature is impassioned and overdrawn, reflecting dis- 
taste for Nazi political, social, and ideological tenets. Moreover, the 
existing literature generally fails to come to grips with the funda- 
mental economic problems because of an apparent preconception 
that free trade and free markets guarantee the best of all possible 
worlds and that any departure from free, impersonal markets, by 
definition, reduces the economic welfare of each and every nation. 
This is a demonstrably false proposition. 

The major thesis of this dissertation is that exchange control is a 
useful and flexible implement of commercial policy and that ap- 
propriate regulations will, for any one nation, increase or even 
maximize the gains from external trade. The notion of increased 
gain from restricted trade is not unfamiliar. References to the possi- 
bility are found in the works of various classical economists back to 
Malthus. Recently, with indifference curve analysis, the principles 


* A dissertation completed at Stanford University in 1954. 
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of the terms of trade argument for protection have been more fully 
and elaborately developed, notably by Scitovsky. I have demon- 
strated these same principles in an analytical framework which em- 
ploys simple foreign exchange demand and supply functions together 
with the familiar techniques of marginal analysis as used in tradi- 
tional value theory. This is, I believe, a new approach to the sub- 
ject. The marginalist technique, while having certain limitations, has 
singular advantages for an analysis of exchange control. It is more 
familiar and somewhat less complicated than Scitovsky’s method 
and, more importantly, it permits me to introduce money into the 
causal nexus—and exchange control is control of a money market. 
Germany adopted exchange control to check a panic flight of capi- 
tal, the international equivalent of a run on the banking system. The 
crisis had ended when the Nazis inherited the exchange control 
mechanism and it was apparent that control was already being used 
to protect an overvalued mark. By comparison of the Nazi exchange 
control administration with the theory of protectionism and by veri- 
fication of the results with available statistics, I conclude: (1) that 
Germany had sound and sensible, if not moral or ethical, reasons for 
its adoption of exchange control and for its eventual bilateralism; 
(2) that German monetary authorities successfully manipulated the 
foreign exchange market to alter the composition, direction, and 
terms of international trade, thus exploiting the international mar- 
ket as a discriminating monopolist; (3) that the economic welfare 
of Germany was thereby enhanced; and (4) that, contrary to opin- 
ion of the time, German trade redounded with net benefits to the 
exploited nations. 








AN ECONOMIC ANALYSIS OF COMMERCIAL BANKING 
IN NEVADA* 


FrANcis W. BARSALOU 
University of Notre Dame 


THE PURPOSE OF THIS DISSERTATION was to make an economic anal- 
ysis of commercial banking in Nevada from the time of its first bank 
in 1859 until 1950. The basic pattern of analysis used in approach- 
ing this study involved an integration of (1) institutional aspects of 
the problem, (2) the general economic environment in which the 
institutions existed, and (3) banking legislation. Due to the nature 
of the problem and the absence of secondary sources of information 
relating to it, much of the data used was the result of primary re- 
search. 

Three main periods of analysis composed the main body of the 
dissertation: (1) the early period, 1859-1907, (2) the intermediate 
period, 1908-33, and (3) the modern period, 1934-50. The early 
period of banking in Nevada was characterized by a highly unstable 
and immature economic environment based almost entirely on early 
mining ventures. The record of institutional changes for the early 
period reflects accurately the degree of risk to which the Nevada 
banking system was subjected. Contributing to the instability mani- 
fested from that cause was the complete lack, during the entire 
early period, of legislation pertaining to the operation and regula- 
tion of state banks. The Nevada economy during the intermediate 
period became more balanced with the development of the agri- 
cultural and service trade industries. This factor, in addition to the 
enactment of the first significant bodies of state banking legislation, 
provided a much more favorable basis of operation for Nevada 
banks. While it responded to the demands of an expanding economy 
during the intermediate period, the Nevada banking system was re- 
duced, in 1932, from a field of thirty-one institutions to eleven. The 
modern period of banking was introduced by a change in hands of 
monopoly control from the George Wingfield group to the First Na- 
tional Bank of Nevada, a subsidiary of the Trans-America Corpora- 
tion. Commensurate with this change came new state banking legis- 
lation and the positive influence of the Federal Reserve System and 
the Federal Deposit Insurance Corporation. 


* A dissertation completed at the University of Southern California in 1953. 
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Banking in Nevada and other Pacific states dates, for the most 
part, from the time at which gold and silver were discovered in this 
area. Due to the earlier settlement of the eastern and middle west- 
ern sections of the United States, however, banking in these areas 
was well established more than 150 years before it was begun in 
Nevada. 

After using both quantitative and qualitative analytical tech- 
niques, it was found that the improvement in the safety, liquidity, 
and flexibility of Nevada banks in the aggregate was a function of 
experience and time. Each of the three periods of analysis gave rise 
to its own monopolistic group. Only in the case of the Bank of 
California monopoly on the Comstock Lode did any of these groups 
use directly its position of power to restrict competition. 

Finally, it was concluded that three primary factors—the eco- 
nomic environment, banking legislation, and the men who were 
leaders in the field of banking—caused the history of Nevada bank- 
ing to evolve as it did. 








THE FLOW OF NET CASH SAVINGS THROUGH 
LIFE INSURANCE COMPANIES* 


Harris LoEwy 
Bankers Life Company, Des Moines, Iowa 


THE MAJOR STUDIES in the field of measuring life insurance saving 
have been made by Paul Geren, Raymond Goldsmith, and the Se- 
curities and Exchange Commission. The balance sheet approach 
(annual changes in assets), used by Goldsmith and the SEC, and 
the income and expenditures approach, used by Geren, have been 
aggregative. The annual changes in these aggregates (annual sav- 
ing) tell little or nothing about the constituent streams making up 
the flows of income and expenditures through the life insurance 
industry. 

In contrast to the aggregative method of these investigations this 
study measures savings through life insurance as the excess of five 
major net cash flows of income over three major net cash flows of 
expenditures. This method goes far beyond the simple aggregation 
of income and expenditures carried out by Geren, and makes it pos- 
sible to show the effect of these flows, as they changed in size, on 
income and expenditures, and to show for the first time the reasons 
for changes in insurance net income (policyholders’ savings) for the 
years 1928-50. 

The method of showing savings in the form of component flows 
makes it possible to distinguish between stable and unstable flows 
and to understand more clearly than before the nature of saving 
through life insurance. Furthermore, in the course of constructing 
separate income and expenditure flows for the insurance industry 
the reasons for variations in the annual rate of change in aggregate 
assets become clear. 

The excess of insurance income over expenditures is policyholders’ 
savings and is defined in this study as “internal” savings. Another 
important form of savings through life insurance companies is the 
savings-repayment flow of private and government debtors. This 
flow takes the form of maturities and scheduled amortization pay- 
ments on bonds, mortgages, and other indebtedness, and is defined 
as “external” savings. Internal and external savings together are the 


* A dissertation completed at the University of Wisconsin in 1954. 
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amount of new money the life insurance companies have available 
to finance capital formation. Using the statistical methodology devel- 
oped in this study, an estimate of new money (internal and external 
savings) available for investment is made for the life insurance in- 
dustry for the years 1947-50. 

In 1950, policyholders’ savings (internal savings) provided $3.9 
billion in new money available for investment, and the savings of 
private and government debtors (external savings) provided about 
$1.4 billion available for investment. 

In the course of estimating internal and external savings the mag- 
nitude of the non-saving flow (refunding, refinancing, etc.) through 
insurance companies was also estimated. 

In a limited way this study shows how much saving through life 
insurance is the result of voluntary decisions to save by individuals 
and how much is contractual. Voluntary saving is measured ap- 
proximately by the flow of first year’s premiums, and contractual 
saving by the flow of renewal premiums and investment income. 

The construction of component flows makes it possible to compute 
separate savings functions for each of the income flows. With the 
exception of first year’s premiums, the correlation of these separate 
income flows and net income with disposable personal income for 
the period 1929-50 resulted in coefficients of correlation of greater 
than .9. 

This study shows also the extent to which the insurance industry 
was able to meet the emergency demands for cash by policyholders 
during the Great Depression through the policy loan and surrender 
mechanisms. The emergency outflow of funds through these mech- 
anisms was very large, approximately $6.7 billion between 1930 and 
1936. 

Among the conclusions drawn from this study is that total insur- 
ance income (before deducting the expenditure flows) reflects the 
stable behavior of the flow of renewal premiums and gross interest 
from mortgages and from bonds and dividends from stocks. In 1928 
and 1929 combined, the flow of interest, dividends, and renewal pre- 
miums was about 76 per cent of the total income flow. In 1949 and 
1950 combined, these two flows were 85 per cent of the total income 
flow. Because of their stability and growth, more rapid than the 
other income flows, they are more and more stabilizing the total in- 
come flow and, to some extent, the net income flow. 

Another conclusion is that the changing nature of the expenditure 
flows will also contribute to the growing stability of life insurance 
saving. This is because the trend to types of life insurance emphasiz- 
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ing the protective (term and group) rather than the savings ele- 
ment will tend to lessen the flow of payments to policyholders and 
total expenditures in periods of economic distress. 

A second set of conclusions drawn from this study has to do with 
the statistical relation of insurance flows to disposable personal in- 
come. Are the component insurance flows rigid in relation to annual 
changes in disposable personal income? It was found that total in- 
come and its component flows (with the exception of first year’s 
premiums), and net income, moved in the same direction as dis- 
posable personal income. The coefficients of correlation are very 
high, more than .9. Insurance saving, therefore, was not “perverse.” 

Second, were the annual movements of total income and its com- 
ponents, and net income, as sensitive as those of disposable personal 
income? Renewal premiums, the investment income flows, and total 
premiums, because of their contractual nature, were not as sensitive 
as disposable personal income. But net saving through life insurance 
(net income) was more sensitive than disposable personal income be- 
cause of the heavy outflow of payments to policyholders (an expen- 
diture flow) during depressions and recession. Saving through life 
insurance dropped much more rapidly between 1929 and 1932 than 
disposable personal income. 

Saving through life insurance was much less sensitive than per- 
sonal saving during the Great Depression. Saving through life in- 
surance was positive while personal saving was negative. 











MUNICIPAL INCOME TAXATION IN THE 
UNITED STATES* 


LEON QUINTO 


Pennsylvania State University 


CONFRONTED WITH THE UNENVIABLE task of balancing budgets in 
the face of continuing and improved public services, many muni- 
cipalities in the United States adopted local income taxes in the 
period since the end of World War II. The objective of the disserta- 
tion was to record the progress of this development and to state the 
various problems encountered by the localities as they adapted the 
tax to fit their particular communities. Whenever the data gathered 
by personal visits to various cities made this possible, an appraisal 
was made of the successfulness of the solutions found by local offi- 
cials. All of the results of the author’s research, except his economic 
analysis of local income taxation, were published by the Mayor’s 
Committee on Management Survey of the City of New York as 
Technical Monograph Number 2 of the Finance Project. 

Local income taxation in 1952 was used in four states only (Penn- 
sylvania, Ohio, Kentucky, and Missouri) and in the District of 
Columbia. Pennsylvania was the only state making widespread use 
of the tax; by April 1, 1952, 262 political subdivisions had imposed 
it. Fewer than ten cities in Ohio levied the tax; in Kentucky the 
number was four; and in Missouri St. Louis was the only city in 
which such a tax was found. 

All of the local income taxes were imposed on individual earned 
income (e.g., wages, salaries, net profits, etc.); only the District of 
Columbia taxed certain forms of unearned income as well (e.g., in- 
terest, dividends, rents, royalties, etc.). The general policy followed 
was to tax both residents and non-residents. With three exceptions, 
non-residents were taxed only on income arising within the muni- 
cipal limits while residents were taxed on income arising anywhere. 

All municipalities taxed the net profits of unincorporated busi- 
nesses earned within jurisdictional limits, but not all of them taxed 
the profits of corporations earned within these limits. Pennsylvania 
subdivisions, because of legislative restrictions, were unable to 
reach such profits. This was one of the basic distinctions between 


* A dissertation completed at Columbia University in 1952. 
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the municipal income tax in Pennsylvania and in the other three 
states. 

Every locality imposing an income tax, with the exception of the 
District of Columbia, imposed its tax as a fixed proportion of tax- 
able income. In 1950 the spread was greatest; the rates ranged from 
0.3 per cent (Youngstown, Ohio) to 1.25 per cent (Philadelphia). 
Since then, further inflation has forced up the lower rates. 

Perhaps the most significant fact about the tax was the abundant 
yields. The stellar city was Dayton, Ohio, which raised $12 per 
capita in 1950 with a $ per cent rate. Although the other cities could 
not match this performance, they did sufficiently well, with low rates 
imposed on restricted tax bases, to provide the explanation for the 
rapid spread of the local income tax and for Professor Harold 
Groves’s prediction that this tax was the “wave of the future.” 
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Business Finance 


Realistic Depreciation Policy. By Grorce TerRBorRGH. Chicago: Machinery & 
Allied Products Institute, 1954. Pp. xxiv+197. $6.00. 


The author of this work is director of research of the Machinery & Allied 
Products Institute, its publisher. It is Dr. Terborgh’s view that the depreciation 
policies widely used in American industry are unrealistic on two major counts: 
(1) depreciation charges are improperly allocated to successive fiscal periods; 
(2) cost is taken as the base without regard to conditions of inflation (or 
deflation). 

As to the first count, responsibility is laid partly upon federal tax policy since 
1934, under which the burden of proof as to charges was thrown on taxpayers, 
and there was insistence upon straight-line write-offs, upon a closer hewing than 
formerly to service lives, and upon the depreciation of assets by groups. Re- 
sponsibility is laid partly also upon industry for accepting to a considerable 
degree as the basis of its own depreciation policies the government’s standards 
for tax policy. 

In the author’s view, depreciation accounting is not merely a matter of con- 
veniently allocating cost (or other base) figures to fiscal periods; it concerns 
value erosion. Developing a theory that includes the capitalization of series of 
service values, Dr. Terborgh tests it by such empirical evidence as he has found 
available. He concludes that a “realistic” depreciation policy should get rid of 
at least one-half the initial value of equipment in the first third of service life 
and at least two-thirds in the first half. For buildings and structures a realistic 
policy would provide slightly less rapid write-offs. This conclusion is then tested 
further, by taking into account such variable items as special write-off methods, 
item and group methods of accounting, level and rising series of installations, 
retirement dispersions, average life expectancies, salvage values, and additions 
and renewals, in an attempt to measure for American industry as a whole 
deficiencies resulting from the allocation of depreciation charges by prevailing 
unrealistic methods. His result? An accrued deficiency to date of about $30 
billion; and current annual deficiencies of more than $2.5 billion. 

To eliminate future deficiencies, he suggests in particular two schemes of 
allocating charges. One he calls “accelerated straight-line depreciation.” Under 
this scheme total depreciation would be distributed over periods constituting 
about three-fourths of estimated service lives. The other scheme he entitles 
“double-rate declining-balance depreciation,” a somewhat elaborate modification 
of the ordinary declining-balance method. Two constant rates are applied: one 
to the value of the gross account, the other to the successive undepreciated 
remainders. 

As to the second major count, the unrealism of basing depreciation calcula- 
tions on cost is not argued at length. It is very clear to the author that eroded 
capital is not recaptured unless values are conserved in amounts that recognize 
the diminished purchasing power of the dollar. To recognize in depreciation 
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policy the consequences of inflation is simply to try to accomplish what the 
conventional methods (as to base) would (if they were realistic as to the al- 
location matter) accomplish under stable price conditions. Dr. Terborgh thinks 
it a matter of little importance whether to use, in making adjustments, index 
numbers of consumers’ goods, producers’ goods, or goods in general. His estimate 
of the 1953 deficiency of depreciation charges caused by adherence to the tradi- 
tional cost basis is approximately $4.2 billion, even when the realistic method 
is applied to the allocation problem. 

The problems discussed by Dr. Terborgh are both difficult and controversial. 
Some may question what seems to be a sweeping generalization that ordinary 
(non-accelerated) straight-line write-offs are always unrealistic. The calculations 
of accumulated and accruing deficiencies resulting from unrealistic methods have 
sometimes involved the use of fragmentary data and the making of important 
assumptions. But the author has been commendably frank in calling attention 
to such points of possible vulnerability. Certainly the book constitutes a real 
contribution to the subject and merits careful study. 


STANLEY E. Howarp 
Princeton University 


Consumer Finance 


Crusade—The Fight for Economic Democracy in North America, 1921-1945. 
By Roy F. BEerGENGREN, in collaboration with AcNes C. GARTLAND and 
James W. Brown. New York: Exposition Press, 1952. Pp. 379. $2.50. 


This book is both the autobiography of the author during his crusading years 
and the story of the rise of the credit union here and in Canada. In 1920, when 
he took over the management of the credit union extension work at the instance 
of Edward A. Filene, only four states had covering laws and unions were few; 
a quarter century later, when he retired, fostering legislation existed in forty- 
three states, at the federal level, and in each of the Canadian provinces. The 
book is largely given to the work of founding credit unions, of lobbying, and of 
the many personalities who caused the movement to flourish. It will charm 
chiefly those similarly devoted to the activity of co-operatives. 

Students of finance should, however, be familiar with this type of literature 
to supplement the more formal factual matter about institutions. It provides a 
picture of human relations—the social psychology of finance. Only by appre- 
ciating the fervor and religious enthusiasm revealed by such an account can 
the willingness of co-op members to give their services gratuitously to operating 
such economic activities be fully understood. 

Nor would one guess from reading this book that such labor services are the 
largest element of cost in the typical competing small loan company. Such op- 
erating expenses are a much larger factor in the necessarily high ‘aterest rate 
charged by the small loan company than the amount that is paid for the use 
of its capital. Nor would one guess that the income tax, from which the credit 
union is exempt, approaches the return to capital in importance as a “cost” 
factor. But objective analysis is not the purpose of the author, who states that 
from the outset he was “almost fanatically devoted to the principle of coopera- 
tive credit”; refers to his objectives as the “Holy Grail” of the Crusade, and 
thought of his work as that of a “dragon-slayer.” 
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For example, the book attributes the elimination of loan shark activities in 
many states to competition from credit unions. This point of view ignores the 
fact that the loan shark was substantially eliminated only in those states having 
an effective small loan law following the pattern recommended by the Russell 
Sage Foundation; in states without such a law, loan shark activities have con- 
tinued side by side with credit unions. The restriction of credit union lending 
to their own limited membership makes this competition a limited influence. 

The importance of this kind of book is that it points up a need. Objective re- 
search and teaching is necessary to offset the hostility engendered toward private, 
profit-seeking business by such propaganda of kindly, generous people. They 
ignore the need to charge enough to cover the full costs and taxes if such a serv- 
ice as consumer credit is to be extended beyond the limited company or indus- 
trial group reached by the credit union. Commercial banks, small loan com- 
panies, and other “profit-seeking” enterprises are also private voluntary organ- 
izations in which people work co-operatively to serve the community and they 
do so without such a subsidy-like support of unpaid work by members, unpaid 
services from the employer, and tax exemption. 

Were not our American way of economic life under fire, the need for correct- 
ing the attacks of “co-operative” leaders upon “profit-seeking” enterprise might 
be ignored. But the political atmosphere created by such self-righteous crusaders 
has its dangers. Consequently, while we may wish our co-operative friends god- 
speed in their gift of their services in neighborly kindness, we need to beware the 
most unneighborly language they apply to their competitors, which makes them 
see themselves as adherents of the only true religion and the saviors of “eco- 
nomic democracy.” The thoughtful reader may find a note of bitter irony on 
this point in Mr. Bergengren’s visit to a credit union printing plant in Germany, 
original home of the Raiffeisen movement. His guide excused himself to go off 
to serve as drillmaster of Hitler youth. 


Harry G. GUTHMANN 
Northwestern University 


Insurance 


Insurance: Principles and Coverages. By Georce G. R. Lucas and RALPH H. 
Wuerry. New York: Rinehart, 1954. Pp. xvii+387. $5.00. Policies and 
Forms. By Greorce G. R. Lucas and Rate H. Wuerry. New York: Rine- 
hart, 1954. Pp. 85. $1.25 (paper). 


The authors of Insurance: Principles and Coverages have undertaken the task, 
well-nigh impossible in a volume of less than four hundred pages, of presenting 
“the major principles of insurance and the major coverages available to the pros- 
pective buyer.” A review of the topics included within the major division of 
Fundamentals, Fire Insurance, Marine Insurance, Casualty Insurance, Bonds, 
and Life Insurance (the last including group and national service life, accident 
and health, and social insurance) suggests the extremely ambitious scope of the 
work. 

The selection of topics conforms admirably to the stated objective, yet ex- 
amination of the text reveals only summary treatment of many vital subjects. 
For example, less than two pages are devoted to the history of insurance, only 
a paragraph to methods other than insurance for dealing with risk, two short 
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paragraphs to rate-making in general, followed by a little more than a page on 
fire insurance rates, and a short paragraph each on rates for ocean marine, 
casualty insurance and bonds, and life insurance. On the other hand, almost no 
form of insurance is omitted, even though its importance or the extent of its 
use may be negligible. One is led to wonder whether space might not have been 
used more profitably in expanded discussion of certain topics with complete 
elimination of some of those which are scarcely more than mentioned. 

In reading the portions of the text dealing with forms of insurance coverage 
one is struck by the abruptness with which the authors plunge into a description 
of policy provisions. No background or setting is provided, principal attention 
being given to what the policy says. There is little interpretation or application 
and virtually no frame of reference for comparison or contrast with other forms 
of coverage. The exposition, however, is aided by a number of useful charts and 
graphs. 

The questions included at the close of each chapter will be found helpful in 
determining whether the student has read and memorized the portions of the 
text concerned. They do not, however, appear to be especially provocative nor 
are they likely to prove useful as a basis for class discussion. 

Insurance: Principles and Coverages possesses the virtue of brevity in marked 
degree as compared with other books of comparable scope. Moreover, brevity 
has not been purchased at the expense of accuracy except to the extent that most 
brief statements lack the accuracy which comes with greater elaboration. In this 
reviewer’s opinion, the book is suitable for use as a text by the experienced 
teacher who wants, primarily, an outline from which to develop his own treat- 
ment of the subject. The inexperienced teacher is likely to need a substantial 
volume of reference material for his own use. From the standpoint of the stu- 
dent’s source material, even in a one-semester survey course, considerable col- 
lateral readings are likely to be needed. 

The manual of policies and forms designed for use with the text is complete 
and makes needed reference material available within the covers of a single 
volume. Since kits of policies and indorsements are otherwise available to in- 
structors in convenient form (the actual documents used in the business rather 
than printed copies), many instructors may prefer to use such kits rather than 
the manual. It has been this reviewer’s experience that students benefit more 
from the study of actual insurance documents than from the copies printed in 
textbooks, even though the wording in the two cases is identical. 

J. Epwarp Hepces 
Indiana University 


Selling Business Insurance. By Epwarp J. Mintz. New York: Prentice-Hall, 
1953. Pp. xii+244. $2.95. 


“The death of a business principal or key men creates certain problems for 
which business life insurance provides the solution.” Explaining in greater detail 
what he plans to do, the author says: “First we shall set forth the most im- 
portant reasons why business men have adopted business insurance plans and 
the kind of plans they have adopted. Then we shall describe the entire business 
insurance procedure from the initial approach to the final execution of the agree- 
ments and the subsequent servicing of the business insurance policyholder. We 
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shall discuss typical and atypical cases, legal and tax questions and answers to 
objections.” He then does so in twenty-three chapters. 

This book is a salesman’s book written for salesmen. The life insurance agent 
who has not contemplated this field of activity or has looked at it only casually 
should find the book very illuminating. It starts off by telling him what needs 
exist in the market and where to find the market, and proceeds methodically to 
the last chayter which is appropriately entitled “Answering Objections.” 

Educational endeavors concerned with life insurance whether in the academic 
institution or the insurance concern should find the book useful. In a great 
many cases the tax structure does create very serious problems for a business 
concern when a major owner dies. Insurance on his life carried either by the 
other owners or by the business itself can certainly smooth what otherwise may 
be ruinous bumps. Widespread use of business insurance demonstrates con- 
siderable realization of the fact, but it seems likely that a very large number 
of firms have thus far failed to face the problem or to prepare adequately for it. 

The chief weakness of the book is its failure to present objective evidence. 
How many business concerns are there in the United States which need the help 
of business insurance—how many even in terms of roughest approximation? 
What in roughest approximation is the need in dollars? How expensive would it 
be for the average firm or some representative firms to carry such insurance? 

Again the usefulness and promise of business insurance to business firms is 
persuasively stated, but evidence would be interesting and desirable. How many 
firms and of what type have encountered real financial difficulty over some period 
of time that business insurance would have smoothed or avoided, and what pro- 
portion of firms in given situations have been thus affected? What proportion 
of firms at present—or at any given time—have business insurance and how 
does it operate? 

This lack of objective evidence, however, must be laid more at the door of the 
life insurance business and its interested trade and research associations than 
at the door of the individual author. Collection of very much information on 
these subjects is doubtless beyond the ability or capacity of an individual worker. 
It would be possible for the life insurance business to do so and its clientéle, 
prospective clientéle, agency force, and prospective agency force, and students 
of the subject would all be aided if it did so. But some pieces of information 
have been put together and no doubt more will come along soon in view of the 
expanding research activities in the business. 

D. B. WoopwarD 
New York City 


International Finance 


International Economics and Public Policy. By Harry G. Bratnarp. New York: 
Henry Holt, 1954. Pp. viii+706. $6.00. 


The most notable feature of this well-written text is that more than half its 
pages are concerned with international economic policy. The author sets forth 
his basic assumptions in the first sentence “. . . that man’s wants are insatiable 
and that nature is stingy.” The remainder of Part I covers such usual topics as 
the nature, financing, accounting, and foreign exchange aspects of international 
trade. 
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Part II, about one-sixth of the volume, contains the theoretical chapters deal- 
ing in turn with mercantilist, classical, and the modern theory of international 
trade. There is a chapter dealing with the national income approach. The im- 
portant fact about these chapters is that they can be readily understood by stu- 
dents. They will appeal especially to instructors who are interested in a non- 
algebraic approach to international trade theory. Part III deals with foreign 
investment, international economic equilibrium, international banking, and mone- 
tary co-operation among nations. In Parts IV and V the author divides his pub- 
lic policy discussion into two parts: the trend toward nationalism, and the trend 
toward internationalism. 

For Professor Brainard economic theory is only one of the tools needed for 
analyzing the problems of the real world. In his appraisal of various interna- 
tional policies and theories he achieves a nice blending of the historical, political, 
social, and military factors which led to the establishment or modification of 
specific policies. 

The text is not entirely free of defects. For example, there is a statement 
(p. 553) that 1939 is the last year for which comparative data are available on 
per capita income in a large number of countries, although more comprehensive 
and comparable data for a decade later were published by the United Nations 
several years ago. The author’s definition of a cartel and his insistence that he 
was not emphasizing motives or effects of cartel arrangements (p. 499) are puz- 
zling. It struck the reviewer as somewhat amusing since the chapter is concerned 
with the motives and effects of cartels. 

But, minor defects aside, the author has succeeded in writing a book for the 
benefit of students rather than to impress his colleagues with his erudition. 


W. N. PEACH 
The University of Oklahoma 


Problems of Capital Formation in Underdeveloped Countries. By RAGNAR 
Nurkse. New York: Oxford University Press, 1953. Pp. 163. $3.00. 


The greater part of Professor Nurkse’s book is a revised version of six lec- 
tures given in Rio de Janeiro in 1951. Material from other papers has also been 
incorporated into it. It provides a valuable contribution to the understanding 
of the economic problems involved in capital formation in undeveloped coun- 
tries. While the author recognizes that other than economic considerations are 
of importance, such as political and sociological factors, he has confined his 
analysis to the former. His treatment is primarily theoretical but is frequently 
illuminated by suggestive practical illustrations from the experience of various 
countries. 

Capital formation in undeveloped countries as elsewhere involves problems 
of both saying and investment. The first chapter, devoted to a consideration of 
the inducements to invest, provides an enlightening presentation of an often 
neglected aspect of the general problem. Because of the poverty of undeveloped 
countries the domestic market is small. Hence there is little inducement for in- 
vestment in industries that cater to this market and foreign direct investment is 
usually in industries producing for export. 

The major portion of the book, however, is devoted to the problems of saving 
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and the supply of capital. Possible sources of domestic saving are considered 
both for overpopulated and underpopulated countries. In the former capital 
formation may be promoted by removal of surplus population from the land 
so as to free it for employment in capital-producing occupations. In the latter 
a surplus available for capital formation can be achieved by improvement in the 
techniques and methods of agricultural production. Domestic commercial policy 
in the form of tariff protection and restrictions on the importation of con- 
sumption goods is analyzed and considered of very limited usefulness in the 
promotion of capital formation. 

In his penetrating discussion of external sources of capital, the possibilities 
of foreign investment in speeding up and easing the process of development are 
recognized. It is pointed out that past experience suggests that government in- 
vestment financed by foreign loans can be a suitable method of laying the 
foundations of a country’s economic development in the form of public services 
and social overhead capital. Special emphasis, however, is laid upon the neces- 
sity of action on the home front because of the possibilities of increased con- 
sumption that may check the growth of capital. 

A fresh point of view is presented in the analysis of how consumption may be 
stimulated by the inequalities of income among countries and the tendency of 
the poorer countries to imitate the consumption habits of the more well-to-do. 
Therefore, domestic action is essential for the effective use of external contribu- 
tions as well as for the tapping of domestic sources. This points to the probable 
necessity of government action in the form of taxation to effect forced saving. 
“There is no solution to the problem without steady and strenuous effort on the 
domestic front. In a sense, therefore, it all boils down to this: capital is made 
at home.” 

This is a stimulating book for those interested in the economic growth of un- 
developed countries. It does not pretend to be a treatise on the subject and it 
is necessarily selective in its treatment as a result of its original presentation in 
lecture form. Nor does it attempt to lay down any exact blueprint for the guid- 
ance of administrators or legislators. It is rather, as the author says, an at- 
tempt on a small scale to make use of economic theory as well as specific ob- 
servation, with a view to elucidating some of the basic conditions of progress in 
the poorer two-thirds of the world. In this he has succeeded admirably. He has 
analyzed the fundamental economics of the problems involved with a lucidity 
and simplicity of exposition and an acuteness and maturity of judgment that 
should appeal not only to the trained economist but to the general reader as 
well. For those engaged in the formulation or administration of programs for 
undeveloped countries the book should be invaluable in indicating the limita- 
tions as well as the possibilities of various lines of action. 


WitiiamM O. WEyFoRTH 
Johns Hopkins University 


Investments 


Managing Securities. By Swney M. Rosstns. Boston: Houghton Mifflin, 1954. 
Pp. x+598. $6.00. 


This excellent volume is divided into five logical parts in order to present in 
an organized manner the principal problems of security management. To the 
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unsophisticated student a background in investment principles is necessary. But 
even the active trader can profit immensely except from Part One. “The Me- 
chanics of Trading,” and Part Three, “Basic Information.” Throughout the 
whole book the author has been able to maintain an uncommon objectivity for- 
eign to the normal inclination to depend upon “tips” and “inside information.” 
Anyone responsible for policy decisions cannot help but be rewarded by a care- 
ful scrutiny of this volume. 

In the writer’s opinion Part Two, “The Investment Problem,” is by all odds 
the most thought-provoking. In this part the author defines the common prob- 
lems, but distinguishes between the differing objectives of individual and institu- 
tional requirements. In short he defines the general problems of investment and 
distinguishes between the latter and speculation as a condition precedent to any 
analysis. In Part Four, “Security Analysis,” which occupies twenty-four chap- 
ters, the bulk of the book, the various significant broad fields of investment are 
examined in the light of the objectives already determined in Part Two. In Part 
Five the discussion of technical market factors is a valuable contribution to 
offset the otherwise “infallible” conclusions so frequently drawn from individual 
security analyses. 

There are, however, some statements or lack of them, which bother this re- 
viewer. In chapter 12, which discusses interest rates, nothing is said concerning 
the recapitalization of industry as one impact of rate changes. Again, it is said 
that “Investment refers to an ‘operation’ rather than to a specific type of se- 
curity” (p. 83). This seems to imply that buying and selling securities constitute 
investment. This is not so. Rather investment is a process of converting pro- 
duced goods into a form suitable for further production. Also we are told that 
“Hoarding represents the ‘non-use’ of money” (p. 86). The “non-use” (whatever 
that is) has the same fatal defect as “neutral” money. It doesn’t exist. Isn’t 
“hoarding” itself a use, and won’t its impact have to be explained in terms of 
V in the transaction’s equation, or k in the cash-balance equation? Another 
statement that bothered this reviewer was that “Analysis of common stocks is 
concerned with discovering securities that are undervalued” (p. 259). Nowhere 
was there to be found a test or definition of “undervalued.” Furthermore, this 
implies too strongly that income from common stocks must be relegated to a 
subordinate position with favorable price changes dominating the objective. 
This could just as well be accomplished by discovering “overvalued” securities 
and, at least for the individual, going short those particular issues. 

Nevertheless, the author has done a distinctly creditable job. A good bibliog- 
raphy and series of questions add to the book’s usability. The author has been 
careful to document with care, and this work should find a welcome place in the 
libraries of those interested in, or those charged with the responsibility for, 
securities management. 


F. W. MUELLER, Jr. 
De Paul University 


Money and Banking 


A Century of Banking in Wisconsin. By THroporE A. ANDERSON. Madison, 
Wisconsin: State Historical Society of Wisconsin, 1954. Pp. vi+226. $4.00. 


In this study the author undertakes the task of reporting the historical de- 
velopment of banking in Wisconsin and interpreting the role the banks have 
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played in regard to “the unprecedented upsurges of prosperity and progress 
which the state has enjoyed, as well as to its periodical financial crashes.” 

The first one-third of the book develops in a very interesting style the financ- 
ing of the state’s early economic development. The story of the Wisconsin 
Marine and Fire Insurance Company is retold, illustrating the fact that good 
banking practice can be carried on without legal right or supervision when man- 
agement is good. The political conflict running through banking legislation prior 
to the Civil War is well done. The lack of wisdom in the early free banking 
legislation is summed up neatly by the statement that “In drafting the banking 
law the legislature neglected to draw upon the fourteen years of experience that 
New York had had with free banking.” Throughout this section the author 
weaves the banking developments into the general economic pattern of the 
times. 

The remainder of the book, in the author’s words, “deals with the develop- 
ment of controls over bank operations, particularly after the turn of the cen- 
tury, when ‘overbanking’ became the dominant problem.” The job of historical 
reporting is excellent throughout. Of particular interest to the student of bank- 
ing is the discussion of branch and group banking and its growth in spite of 
stern opposition by bankers and legislators. 

Woven into the story of developments in banking are the personalities of 
men who influenced strongly this evolution such as George Smith, Alexander 
Mitchell, Cadwallader C. Washburn, Frederick T. Day, Andrew J. Frame, and 
others. 

Chapters entitled “The Great Depression” and “Legislation during Depres- 
sion” are handled in swift-moving journalistic style. However, the story of de- 
pression banking which follows is more perfunctory and suffers somewhat from 
an overuse of statistics. 

One of the author’s closing statements that “The history of banking in Wis- 
consin is essentially the story of its quest for financial stability” sums up very 
neatly the impression gained by the reader. The narration of this quest will be 
found quite rewarding to all students of banking and economic history. It tran- 
scends regional importance, although faithfully reporting regional history. 

The author seems to have accomplished his purpose very well. The reader 
suffers occasionally from passages of several pages’ duration which relate factual 
and numerical data somewhat laoriously. It is as though on occasion the reader 
is led off the smooth highway through detailed detours of slow passage. This 
study is a well-done and welcome addition to the story of the evolutionary de- 
velopment of American banking. 

Georce T. Harris 
Indiana University 


The Hard Money Crusade. By Bertram Gross and WiLFrep LuMmer. Washing- 
ton, D.C.: Public Affairs Institute, 1954. Pp. xiv-+178. $2.00 (paper). 


Despite its title, this book does not deal with the gold standard. It is an 
attack on the recent policy of higher interest rates for government securities and 
thus for borrowed funds in general. Money is defined as “hard” when the in- 
terest rate is high and the ratio of money and deposits to the gross national prod- 
uct is below about 60-65 per cent (pp. 2, 6-9). A central theme is that modern 
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economic history and recent economic theory agree that the Treasury should 
keep its interest rates low to maintain prosperity. 

The villains in the piece are Secretary of the Treasury Humphrey, and his 
Under Secretary in charge of debt management, Randolph Burgess, formerly 
of the National City Bank. Back of them allegedly stand a number of financial 
organizations such as the Committee on Debt Policy. The goal of this con- 
spiracy is higher profits for big banks and insurance companies, speculative 
gains, a chance to pick up some “depression bargains” and perhaps even some 
unemployment to discipline labor (chap. iii). 

The authors plainly doubt that opponents of artificially low interest rates 
have honorable motives. The authors scout the theory that higher interest rates 
will do much to prevent inflation. That cure is like “a noose around the neck 
to stop a nosebleed,” they say. They add that people save about as much at 
low rates as at high rates, but high rates discourage investment and may precipi- 
tate a depression. They contend that high interest rates in 1920-21, 1931-32, 
and 1937 either produced or prolonged those depressions (pp. 60-61, 123). They 
also contend that it is impossible to let the interest rates be established in a 
“free market”; the government is such a tremendous debtor and continuous 
borrower that the market can no longer be free (pp. 98-101). 

The authors are primarily concerned with upholding the Full Employment 
Act of 1946. One of them, Mr. Gross, is mentioned as one of the behind-the- 
scenes authors of that law. He was also executive secretary of the President’s 
Council of Economic Advisers under President Truman. The authors admit that 
maintaining full employment requires some inflation but think it worth the 
price. They also say that the Federal Reserve should support the government 
securities market, there has been insufficient debt monetization (pp. 114-16), 
the government should rely chiefly on short-term issues in order to keep interest 
rates low and to save money (pp. 95-96), the Treasury should dominate the 
Federal Reserve even to the point of selling bonds directly to it (p. 95), per- 
mission of Congress should be required before the rediscount rate is raised 
(p. 134), selective controls are preferable to general ones (p. 135), price ceilings, 
materials and rent controls, and direct limits on bank loans are desirable ways 
of curbing inflation (pp. 104, 138). The authors are not afraid to go where the 
logic of their assumptions points. 

Messrs. Gross and Lumer accept the “new economics” in its extreme form 
with almost religious zeal. They ignore the doubling of price levels in the last 
fifteen years. They show little historical perspective and no interest in financial 
history before 1920. Down to the 1930’s yields on long-term government bonds 
ranged between 34 and 54 per cent. To combat the depression and to wage the 
war more economically the government lowered interest rates. There is reason 
to believe that a 3 to 4 per cent yield would again be normal if the government 
ceased depressing it. 

But returning to freer prices after years of artificial ones is not easy. When a 
government removes rent controls, or farm commodity supports, or government 
security supports, a difficult period of adjustment and some anguish is likely to 
follow for a while. Politicians retreat before the resultant outcry. The freeing 
operation may have to take place more gradually than was done a year ago. But 
the policy is basically a sound one unless we choose to live in a highly regulated 
economy. 

This book is shot through with class appeal to farmers, laborers, small banks, 
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etc., against “capitalists,” “speculators,” and “big banks” (pp. 20-21, 31, 72, 74, 
86, 101-2). Finally the authors say, “The basic issue is whether protecting the 
value of the dollar is to take precedence over protecting the value of people” 
(p. 126). That amounts to saying the government should appropriate the in- 
surance and savings Joe has laid aside for his old age to take care of Bill now, 
whether Joe likes it or not. This is what inflation does to insurance policies and 
savings accounts and bonds. It is difficult in practice to separate so-called human 
rights and property rights. Savings are past earnings, frequently wages, that the 
owner has not yet chosen to spend. 

The book is chiefly useful as an uncompromising statement of the easy money 
philosophy. The Public Affairs Institute is mentioned as a non-profit organiza- 
tion which implies that it takes a fair and non-partisan viewpoint. If it desires 
such a reputation, it should not issue biased reports like this. Even a friend to 
the authors’ views, Professor Seymour Harris of Harvard, admits in the fore- 
word that it is “pamphleteering” (p. xiv). 

DonaLp L. KEMMERER 
University of Illinois 


Business Cycles. By Eart C. Hap. Boston: Houghton Mifflin, 1954. Pp. 
xvi+518. $6.00. 


Business Cycles, by Earl C. Hald, is a good book. According to the author, it 
is intended “as a textbook for the standard course in business cycles usually 
given in schools of business administration and college departments in the third 
or fourth year.” Furthermore, an extensive background in economics is not 
required as the book is designed to furnish the minimum necessary for the study 
of business cycles. 

The book is divided into four parts. Part I describes the different types of 
variations in economic activity and the problem of measuring cyclical move- 
ments; explains the basic concepts of national income, and the uses of income 
and expenditure flows as tools of economic analysis; and gives a brief historical 
sketch of business cycles in the United States. The principal theories of the 
business cycle are analyzed briefly in Part II, with most attention being de- 
voted to the psychological, monetary, overinvestment, under-consumption, and 
Keynesian theories. Part III deals with “the critical aspects of cycle analysis”— 
turning points in the cycle, the role of monetary elasticity, determinants of the 
level of saving, investment and income, and the relation between consumption 
and investment. This part also includes useful chapters on the international 
aspects of business cycles and business forecasting. Part IV analyzes the various 
methods of controlling the business cycle. Two chapters are devoted to mone- 
tary policy, one dealing with measures for controlling credit and the volume of 
money, the other with proposals for influencing the velocity of circulation. 
Fiscal policy is treated mainly in terms of the impact of taxation, public ex- 
penditures, and debt management on consumption and investment. A separate 
chapter is devoted to public works and there is also a chapter on wage and 
price policies. 

This book has many good qualities. It is adapted to the needs of students 
with varying amounts of background in economics. It acquaints the student 
with the leading aspects of the problem of cyclical movements—the principal 
theories, a review of these theories within the framework of current institutions, 
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and proposals for controlling business cycles. The treatment throughout is cir- 
cumspect and objective. A significant advantage is the simple, clear, and suc- 
cinct style of writing. 

There is a tendency at times to overemphasize the significance of fluctuations 
in private investment On page 231, for example, referring to the 1937-38 
slump, the author states, “It may be noted, of course, that investment fell much 
more sharply than the other two principal components of the gross expenditure 
stream.” Actually, however, government purchases of goods and services dropped 
from an annual rate of $3.4 billion in the second quarter of 1937 to $3 billion 
in the third quarter, while private investment declined from a peak of $11.7 bil- 
lion in the second quarter of 1937 to $7.4 billion in the second quarter of 1938. 
The rate of decline in government purchases was much sharper than that of 
private investment and the absolute amount of decrease was almost as large. 

There are other minor points, mostly matters of emphasis, with which the 
reviewer cannot fully agree, but limitation of space precludes listing them here. 
They are of slight significance in relation to the generally high quality of the 
work. Teachers of business cycles will do well to give this book serious con- 
sideration in selecting a textbook, and the layman will find it a useful source 
of information about the significant aspects of business cycles. 


Cray J. ANDERSON 
Federal Reserve Bank of Philadelphia 


i = 
Mortgage Lending Experience in Agriculture. By LAwRENcCE A. JoNEs and 
Davi Duranp. Princeton, New Jersey: Princeton University Press, 1954. 
Pp. xxii+233. $5.00. 


Although not indicated in the title, this is primarily a study of lending ex- 
perience during the period between World Wars I and II, a period of more than 
considerable distress for both borrowers and lenders. Using data fom a wide 
variety of sources, the authors first attempt to locate the areas of farm mort- 
gage distress. These turn out to be just about everywhere, although lending ex- 
perience was distinctly poor in five areas—the Great Plains, Lake States, south- 
ern Iowa, and northern Missouri, the Eastern Cotton Belt, and the Central 
Cotton Belt. 

Variations found between areas are then related “to general economic con- 
ditions . . . and to the characteristics of agriculture, such as type of farming, 
soil, typography, climate and location, that affect farm earnings.” These chap- 
ters, which are Krouped as Part One under the heading “The Economic Geog- 
raphy of Farm Mortgage Distress,” tell a sad story in a matter of fact fashion. 
For example, the Central Corn Belt is described as an area of good experience— 
and the figures show this to be true relatively—yet on a statewide basis, annual 
foreclosures and distress transfers averaged 20 per 1,000 farms over a 15-year 
period. 

In Part Two, “Farm Mortgage Distress and Individual Farm Organization,” 
the authors direct their attention to individual farm mortgages and seek the 
answers to questions such as why some mortgages break down in an area of 
good experience, and why some mortgages stand up in areas of poor experience. 
This part of the book contains a résumé of nine mortgage experience studies and 
three studies of variation in farm income. The authors present their own con- 
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clusions, which in general seem to be that most of the difficulty arose out of 
failure to anticipate the decline in income, particularly on the less productive 
farms and on farms in the less productive areas. 

Market prices on these farms in good times were too high, and so were the 
appraised values, which apparently were based on market comparisons or on 
overly optimistic estimates of earnings and lower rates of capitalization than 
justified by the risk. Too little attention was given in many cases to the earn- 
ings available for mortgage loan payments, and to the necessity for adjusting 
loan terms accordingly. 

An analysis of recent development in agriculture suggests the possibility that 
some of them will “tend to reduce the general severity of distress, as is hoped, 
and probably will alter the geographical pattern.” The authors’ final conclu- 
sion, however, is that “there is every reason to believe that the twin problems 
of making accurate appraisals and adjusting loans to repayment ability will 
continue to be difficult in the future, even if less difficult than in the past.” 

This book would seem to be a very useful one in many areas—economic his- 
tory, geography, and agricultural economics as well as finance and real estate. 


Epwarp E. EDWArRDs 
Indiana University 


Shall We Return to a Gold Standard—Now? By the ConFERENCE Boarp Eco- 
NOMIC Forum. (“Studies in Business Economics,” No. 43.) New York: 
National Industrial Conference Board, 1954. Pp. 167. $1.50 (paper). 


This study represents a panel discussion involving a number of outstanding 
economists. Among those favoring a return to the gold standard was W. J. 
Busschau, manager in South Africa New Consolidated Gold Fields, Limited, 
who not only advocated a return to the gold standard but also a revaluation of 
the price of gold to $75 an ounce. The principal argument of Mr. Busschau for 
a return to gold, which is shared by all (although some are not in favor of rais- 
ing the price), was stated as follows: 

“If we really want to have an orderly system, then we should discuss with the 
different countries what arrangements would make possible a return to an inter- 
national gold standard where this discipline of the metallic reserves in relation to 
credit could be reinduced. This can be done only with a substantially higher 
price of gold.” 

The principal opponent of a return to the gold standard and an increase in 
the price of gold was Miroslav A. Kriz, chief, Foreign Research Division, Re- 
search Department, Federal Reserve Bank of New York. His contribution seems 
to this reviewer to be the most valuable. Mr. Kriz’s views were briefly sum- 
marized as follows: 

“The real question is not whether the United States should restore domestic 
gold redemption but whether we have a sound and effective monetary and fiscal 
policy—which we have. The gold-coin standard could probably be reestablished 
as a final step in the process of United States economic and financial stabiliza- 
tion—provided the world political climate was also propitious. But gold-coin 
standard reestablishment would not by itself produce sound monetary and fiscal 
policies: As monetary history shows abundantly, gold redemption would again 
be abandoned whenever the economy was the victim of unsound policy. 
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“In the world at large, the most pressing problem is not the absence of 
domestic gold redemption but that of making the world’s principal currencies 
convertible into the United States dollar. Restoration of currency convertibility 
would not be helped, and probably would be handicapped, by the United States 
reestablishing domestic gold-coin redemption.” 

Some of the participants, such as O. Glenn Saxon, professor of economics at 
Yale University, favored return to the gold standard primarily to prevent the 
defrauding of the public by their government. Professor Saxon’s view is that the 
gold standard “is a brake upon all branches of government to limit and restrict 
their money and credit manipulation activities.” 

One of the best parts of this little volume are the footnotes, which do much 
to clarify the discussion of the gold standard during the last few years. Included 
also is a portion of the study of William Adams Brown, Jr., “The International 
Gold Standard Reinterpreted, 1914-1934.” 

While the discussion contributes much information and presents the views of 
leading authorities, it suffers from too many intrusions of irrelevant matters. 
Murray Shields, vice-president of the Bank of the Manhattan Company, who 
acted as chairman, made the following comment: 

“Almost everyone who speaks is so busy demolishing the arguments previous- 
ly made by somebody else that he does not address himself to the advantages 
he expects would accrue to us from the adoption of his own set of positive poli- 
cies. For example, do those who argue that we ought to return to the gold 
standard believe that it would help provide stability to the economy by insuring 
us against deflations, inflations, or depressions and help create a climate favor- 
able for full expansion of our economy? If you do, you should bring out those 
points and say why you feel so confident of these things.” 

As was to be expected, no agreement was reached on the basic issues. In 
answer to the question “Will the United States have raised the price of gold 
in the next five years?” only one out of the eighteen participants expressed dis- 
belief. To the question as to whether the United States will have restored gold 
to circulation in five years, five out of eighteen answered in the affirmative. 

Despite its shortcomings, the volume is a valuable contribution to a better 
understanding of the operations of the gold standard. 

Marcus NADLER 
New York University 


Public Finance 


Our Needy Aged. By Fioyp A. Bonp et al. New York: Henry Holt, 1954. Pp. 
xxx+401. $4.50. 


This is primarily a study of the Old Age Assistance (OAA) program as it 
developed in California, with side glances at the Old Age & Survivors Insurance 
(OASI) program as it developed on the national level and at the OAA programs 
developed in other states. This very lucid volume provides a wealth of informa- 
tion concerning attitudes of both the aged and the personnel of the county wel- 
fare departments of California, plus much detailed data concerning the com- 
position of the “over 65” population of California. The excellent information 
regarding this population has been derived from a carefully conducted state- 
wide personal interview survey based on a multi-stage area sampling. 

The authors frankly acknowledge holding to the 1935 attitude toward gov- 
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ernment assistance to the aged (p. 355). More than likely this twenty-year-old 
opinion on this important social problem is as dated as any other idea relating 
to social and economic questions that has not been changed since the pre-World 
War II era. For example, in the 1950’s the use of a means test to determine 
eligibility for OAA has been compared to charging high tuition for students 
attending state financed schools if the parents have the means to make the pay- 
ments and a low tuition or none at all if they do not have the means (Lady 
Rhys-Williams, Taxation and Incentive, p. 60). 

The study is replete with insights into attitudes toward OAA of the recipients, 
the welfare directors, and of those having filial relations with recipients and the 
aged, and as an aside of the authors. 

Quoting some of these, provides an accurate “feel” of the book. “When com- 
pared by race, Negroes have the largest proportion thinking that children 
should be required to help parents in need” (p. 300). “As might be expected, a 
majority of those on OAA would have liked to have larger benefits” (p. 304). 
“As with the property-utilization clause, many directors believe in the purpose 
of the RR [relatives’ responsibility] clause but think it is almost impossible 
to administer fairly. As one said, “The principle is good, but I don’t like it be- 
cause the liars get by and the honest get soaked’ ” (p. 315). 

Or to get down to specifics, “Yet if the transfers [referring to property of 
aged] were made two years or more preceding the date of application, there is 
nothing county officials can do” (p. 198), and “Despite a great deal of talk about 
‘making responsible relatives live up to the law,’ in relatively few counties is 
this last step taken ” (p. 200). “About 11 per cent of the aged population in the 
state (about 100,000 individuals) are able to meet all the eligibilty requirements 
for OAA yet are not on the rolls. The addition of this group to the rolls could 
increase the cost of the program by one third” (p. 249). “Proposals for uni- 
versal coverage and more liberal grants would, of course, be most costly of all. 
. . . It could be catastrophic” (p. 254). Here we have agreement expressed with 
the 1946 study of Lewis Meriam for the Brookings Institute (p. 846 of that 
study). 

The author’s conclusion seems to be stated in two sentences on p. 335. “We 
believe that the chief bulwark against economic insecurity in old age should be 
a contributory pension program. We believe that OASI should be universal in 
coverage. Our greatest fear is that the program will, under the guise of improve- 
ment, take on more and more of the characteristics of an assistance program 
and more and more lose the characteristics of an annuity system.” 

Perhaps the time has arrived that we in the United States squarely face the 
question of whether we consider the support of all aged on the same bases as 
we consider the support of education for all of our youth. If we do, then pen- 
sions are received by all as an increase of taxable income and are paid out of 
general revenues. If we do not, then we should at least tinker with our present 
legislation regarding government payments to the aged to meet obvious weak- 
nesses that have become apparent during the past twenty years. This study by 
Professor Bond and his associates will be extremely useful and will certainly 
play a vital part in making up the minds of legislators and their constituents. 
From this point on, any intelligent discussion of OAA and OASI will have to 
include as one of its bases of reference the Pomona College study. 


Michigan State College RIcHARD W. LINDHOLM 
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Government Finance. By JoHN Due. Homewood, IIl.: Richard D. Irwin, 1954. 
Pp. xviii+562. $6.00. 


The subtitle of this textbook is “An Economic Analysis.” Professor Due 
holds rigorously to this purpose and accomplishes it in brilliant fashion. The 
usual clutter of algebra and diagrams is completely absent except in the pres- 
entation of the shifting of commodity taxes. The theory of government finance 
is so masterfully presented that it might seem easy. 

So closely has Professor Due held to the presentation of the theory of his 
subject that only two chapters may said to be entirely descriptive. In a chapter 
of thirty-four pages, the dollar amounts of expenditures by federal, state, and 
local governments in both the United States and Canada are presented. The 
legal bases of taxation in the United States and Canada are outlined in a chap- 
ter of thirteen pages. No comprehensive data on taxation are given other than 
in “pie” diagrams of percentages of major revenue sources to total revenues. 
One page of diagrams suffices for the United States and one for Canada. 

The bulk of the volume, sixteen chapters (311 pages), is devoted to a seriatim 
discussion of the principal forms of taxation. Five of these chapters are devoted 
to the personal income tax and two to the taxation of corporate income. Ca- 
nadian as well as American practice is presented for each type of tax. The au- 
thor, however, draws no significant meanings from these comparisons. Problems 
of the shifting and incidence are also treated tax by tax rather than in a separate 
chapter as is done in many texts. 

The discussion is balanced and comprehensive throughout. Controversial issues 
such as the corporate income tax and the taxation of capital gains and corporate 
dividends, are especially well handled. The chapters on taxation are concluded 
by a chapter on intergovernmental fiscal relations. 

The remainder of the volumes consists of a chapter on the economics of 
government borrowing, four on fiscal policy, and four on the general theory of 
government finance: “The Role of Government in the Economy”; “Optimum 
Levels of Government Activities”; “The Governmental Sector in the National 
Income”; and “The Tax and Expenditure Structures and Their Effects upon 
the Economy.” All of these are on the theoretical level. 

Excellent bibliographies of recent literature follow each chapter. Among the 
useful helps which are missing are lists of tables and charts and chapter review 
questions. 

Those professors who feel that the undergraduate’s needs are adequately met 
by the application of economic theory to government fincance will find this an 
excellent book. This reviewer is not among that group. In view of the inadequa- 
cies and uncertainties of the conclusions of abstract theory which Professor Due 
explicitly points out, the student needs a fair amount of historical discussion 
to challenge him to apply theory in time and place. 

Professor Due’s observation that “Both legislative and executive branches are 
obviously influenced by their interpretations of the chances of re-election are 
affected by popular reaction to the activity and expenditure programs” also 
deserves larger attention. For many students, a course in government finance is 
the only exposure to governmental theory and practice. The opportunity to ex- 
amine “political economy” should not be missed. A balance can be struck among 
economic theory, statistics, law, history, and politics without going to the ex- 
tremes of describing the variant applications of every tax in every state, dis- 
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cussing every court decision with its reversals and re-reversals, or turning the 
course into a political platform for the textbook or the instructor. 


Wri1iram E. DuNKMAN 
University of Rochester 


The Michigan Business Receipts Tax. By Peter A. Frrmrin. (“Michigan Busi- 
ness Reports,” No. 24.) Ann Arbor, Michigan: University of Michigan, 
1953. Pp. x+149. $2.00 (paper). 


In this small book the author undertakes an analysis and evaluation of the 
Michigan business receipts tax (Act 150 Laws 1953), tracing its legislative his- 
tory, comparing it with other more or less similar taxes, taking account of the 
problem of interstate commerce, surveying its impact upon different kinds of 
business enterprise, estimating its yield, and examining briefly its incidence and 
other economic consequences. 

Since the book was written in the same year in which the tax went into ef- 
fect, the analysis of necessity was made without benefit of actual observation 
of the workings of the law over any considerable period of time. There is, there- 
fore, considerable in the way of mere forecasting in it. This is, of course, not 
necessarily to be regarded as a fault. 

In general, the treatment is adequate but hardly distinguished. A student with 
some training in public finance can get the essentials of the tax under discussion 
by careful reading, but there are many passages the meaning of which is by no 
means clear even to a professional scholar. The treatment of shifting and inci- 
dence is the weakest part of the book, as, I think, the author would concede. It 
treats the general principles of tax shifting with little specific application to the 
Michigan business receipts tax. In view of the basic importance of the incidence 
of such a tax, this shortcoming is very grave, indeed. The book will be of use 
chiefly to specialists in the field of business taxation. 

T. J. CauLey 
Indiana University 


The Fifth Freedom: Freedom from Taxation. By BuTLER SHELDON, Jr. New 
York: Library Publishers, 1954. Pp. xiii+111. $2.75. 


The author of this book believes that America is in a bad way both econom- 
ically and politically, and that most of our difficulties spring from the crushing 
burdens of taxation and government debt. He, therefore, offers a plan aimed at 
the achievement of four major objectives, all of equal importance: (1) to reduce 
taxes to a small fraction of their present level and to make sure that the power 
to tax is curbed so that we shall not again be faced with the same situation; 
(2) to pay off the federal debt of $260 billion at once; (3) “to bring about an 
era of prosperity such as we have never enjoyed in our land except in war years,” 
and to do this without inflation; (4) to re-establish and preserve national and 
individual sovereignty. 

The proposed plan envisions (a) an upward valuation of gold that would yield 
profits large enough to cover the national debt, and (b) a retirement of the out- 
standing national debt by issuing claims against new self-supporting public works, 
such as turnpikes and dams. 
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The first step would be to call an international conference of all debt-and- 
tax-ridden governments. This conference would agree to fix international ex- 
change rates at appropriate levels and to raise the price of gold so that the re- 
sulting gold profits would be sufficient to retire all national debts. However, the 
immediate and direct use of this money to retire the national debt would be 
inflationary. The government would, therefore, accomplish the same result in- 
directly over a ten-year period. In every year it would use about $26 billion of 
the gold profits to finance highly profitable turnpikes, dams, and other income- 
yielding public works, and would issue to the public that amount of claims 
against these projects to retire a like amount of the national debt. 

At the end of ten years the national debt would have been liquidated, and with 
it the necessity of collecting taxes for debt service. The period would have been 
one of unprecedented prosperity without inflation, for the increased expenditures 
on profitable public works would have increased real output tremendously. At 
no point does the author recognize that such increases in expenditures might them- 
selves outrun increases in real output, that his financial plan would during the 
ten-year period add $260 billion to commercial bank reserves and permit a multi- 
ple expansion of the money supply, and that “multiplier effects” on national 
money income might be expected. 

He also offers prescriptions for the longer run. The profitable public works 
would gradually retire their debts and yield net earnings that could be used to 
cover the costs of government and reduce taxes. (Where to find such a great 
volume of public works that would yield high profits while charging reasonable 
rates is not indicated.) By one device or another, state legislatures would be 
given power to control federal taxes and expenditures, even in wartime. (Un- 
answered are questions such as these: What basis is there for faith in the su- 
perior wisdom of state legislators? What should be done if the state legislatures 
persist in disagreeing? What basic economic and social forces led to the transfer 
of various economic and financial problems from the states to the federal gov- 
ernment in the first place?) Through these and other measures that cannot be 
listed here, productivity would be greatly enhanced, the work-week cut to 28 
hours, living standards raised, human freedom restored, and an era of world 
peace initiated. 

We can only regret that the author’s proposed program falls so far short of 
his praiseworthy ultimate objectives. 

Lester V. CHANDLER 
Princeton University 


American Public Finance. By W1LL1AM J. SHuttz and C. Lowext Harriss. 6th 
ed.; New York: Prentice-Hall, 1954. Pp. xx+689. $6.50. 


A major revision of a standard, successful text is a hazardous undertaking. It 
usually results in a longer book and there is considerable danger that its “teach- 
ability” will be impaired rather than improved. The revision which gives us the 
sixth edition of this excellent and widely used text has avoided those dangers; 
it has reduced the over-all length by 109 pages and two chapters, has brought 
the material up to date, and has maintained, if not improved, the quality of the 
material and the presentation. 

This reviewer takes the liberty of assuming that all students in the field are 
generally familiar with the earlier editons of this work and with the methods, 
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the approach, and the position of the authors on major issues. Those are all 
retained in this edition; the fundamental qualities which determine the success 
of a text are unchanged. The reduction in length was accomplished in several 
ways: (1) by using a slightly smaller type; (2) by tightening up sentences and 
eliminating unnecessary verbiage; (3) by eliminating or sharply reducing the 
historical material on particular taxes; and (4) by omitting three chapters and 
either eliminating the material or combining it with other chapters. One chap- 
ter was added in the fiscal policy section to give a net reduction of two chapters. 

It is always a difficult problem to decide how much historical material to 
include in a book of this kind. On the one hand, American students greatly need 
a better historical background. On the other hand, it is never possible to give 
such a background in a book of this kind. It is doubtful whether the very brief 
historical sections now included are worth the space they occupy. 

One defect from the fifth edition is carried over into this edition. In discussing 
the stabilization of government bond prices the authors state (p. 609) that the 
Federal Reserve System conducted the pegging operations, but in the next para- 
graph they state that in order to conduct such operations the Treasury “. . . must 
have . . . an ample cash balance. . . .” The authors fail to bring out the fact 
that pegging must, in essence, be a central banking operation and that the proc- 
ess generates bank reserves which have a high inflationary potential. 

One minor error mars the introduction when the authors state that “. . . taxes 
absorb roughly one sixth of the income we would otherwise have available for 
spending.” Would that the fraction were that low! 

The new chapter in the fiscal policy section develops the setting, the mechan- 
ics, and the logic of fiscal policy operations, while the old chapter is thorough- 
ly revised. While obviously two chapters cannot cover the subject adequately, 
these two give a well-balanced treatment for beginning classes. 

The authors have done an excellent job of revising and bringing up to date 
this very useful text. 

B. U. RatcHForp 
Duke University 
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ANDREW, THURMAN. Property, Profits, and People. Washington, D.C.: Progress 
Press, 1954. Pp. 242. $3.75. 


An engineer’s plan for fixing up our economic machine is that “every worker 
should own the tools with which he works.” The government would “lend money 
without interest to enable each worker to buy his share of the necessary capital.” 


BLAUSTEIN, ALBERT P., and Porter, CHarRLEs O., with Duncan, CHARLEs T. 
The American Lawyer: A Summary of the Survey of the Legal Profession. 
Chicago: University of Chicago Press, 1954. Pp. xiii+360. $5.50. 


The seven-year survey of the legal profession, sponsored by the Carnegie 
Corporation and the American Bar Association, resulted in approximately 175 
separate reports. These materials are ably summarized in the present volume. 


BoRENSTEIN, IsrAEL. Capital and Output Trends in Mining Industries, 1870- 
1948. (“Occasional Paper,” No. 45.) New York: National Bureau of Eco- 
nomic Research, 1954. Pp. 81. $1.00 (paper). 


From 1870 to about 1919, the high rate of growth of output in the mining 
industries was accompanied by a rise in the capital-output ratio, i.e., by a greater 
increase in capital than in output. During the past three decades, the much lower 
rate of growth of output has been associated with a significant drop in the capi- 
tal-output ratio. 


Fou.tkE, Roy A. Practical Financial Statement Analysis. 3d. ed.; New York: 
McGraw-Hill, 1953. Pp. xxi+710. $10.00. 


Half of the twenty-four chapters have been substantially revised in this new 
edition and the facts and figures have been brought up to date throughout the 
entire work. 


Grayson, Henry. Economic Planning Under Free Enterprise. Washington, D.C.: 
Public Affairs Press, 1954. Pp. x+134. $2.00 (paper). 


This volume is particularly concerned with the actual processes of analysis 
and forecasting in national economic planning. Attention is given to the United 
States, Canada, Great Britain, Sweden, and the OEEC countries. 


GROSSMANN, Kurt R. Germany’s Moral Debt: The German-Israel Agreement. 
Washington, D.C.: Public Affairs Press, 1954. Pp. vit+71. $2.00 (paper). 


This booklet is concerned with the 1953 treaty by which West Germany 
agreed to pay to the State of Israel, over a period of twelve to fourteen years, 
$822 million in goods as compensation for the material losses of world Jewry 
during the Nazi regime. East Germany and other Communist-dominated areas 
have refused to recognize Jewish claims for indemnification of confiscated 
property. 
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Knicut, W. D. Profit and Loss Budgeting. (‘‘Wisconsin Commerce Reports,” 
Vol III, No. 6.) Madison: University of Wisconsin, 1954. Pp. 62. $1.15 
(paper). 


This comparative case study of three manufacturing companies in Wisconsin 
is limited to profit and loss budgeting, with incidental attention to the other 
features of the companies’ budget systems. Applications to cost control and 
product-line control are emphasized. 


LaMBIE, JosEpH T. From Mine to Market: The History of Coal Transportation 
on the Norfolk and Western Railway. New York: New York University 
Press, 1954. Pp. xviii+380. $6.00. 


The history of the coal traffic of the railway company which is most specialized 
in coal transportation is set forth in this third volume in the Business History 
Series published by New York University Press. 


SHattuck, Leroy A., Jr., and BrapLey, JosepH F. Problems in Business Fi- 
nance. New York: Rinehart & Company, 1954. Pp. x+67. $0.95 (paper). 


To give the student an opportunity to apply principles of business finance, 
this booklet presents fourteen groups of proldems reflecting actual situations. 


TostLeBe, Atvin S. The Growth of Physical Capital in Agriculture, 1870-1950. 
(“Occasional Paper,” No. 44.) New York: National Bureau of Economic 
Research, 1954. Pp. xii+92. $1.25 (paper). 


In 1950, farmers were using 172 per cent more capital, in real terms, than in 
1870, although the number of persons engaged in farming was only 1 per cent 
higher. Capital growth in agriculture was much faster before 1920 (about 3 per 


cent annually) than over the past three decades, when it slowed down to an 
annual rate of about one-quarter of 1 per cent. 


CLypE WILLIAM PHELPS 








